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Editor’s Notes

Manuscripts: Rules
of the Game

“To how many journals do you
simultaneously submit a manuscript?”
one academician asked another. “Oh,
at least several,” came the reply, “it’s
like the shotgun approach and I get
quicker results.” “But, isn’t that
unethical?” questioned the first, a new
and younger faculty member who
wished to quickly learn how to play the
game. “Well, that’s not my concern,”
answered the second. “First, I want to
get promoted and second, our school
is preparing for accreditation.” “But,
what if your article is accepted by more
than one journal?” queried the first.

which would fit in the same space. It
could be done. It would be extra work.
It would delay getting the issue out by
a few days. And, it would cost the jour
nal money.
Again she looks at the article. She
places them side by side and com
pares. Only the beginning and ending
paragraphs are different. A few
sentences are identical. Other
sentences have been changed by
deleting a word or changing a word.
The topical headings are identical. The
survey discussed is the same; the
statistics are the same; and the
authors are the same. This is a
substantial portion of the article in ABC
Journal. The decision is made. At 8:15
the next morning, she pulls the article.
Now consider a different case, that
of Miss X, who writes the editor re
questing the status of her paper. “Will
it be published and when?” she asks.
“Her school,” she writes “requires an
acceptance and a publication date in
order to consider her paper for her an
nual service report and their desire to
attain accreditation. If it will not be
used, she would like to submit it
elsewhere.”
Reflect upon the difference in the
two approaches. The first situation is
like the student who applies for admis
sion to several universities. If accepted
at more than one school, the student
must make a choice. So must an
author, who submits a manuscript to
more than one journal, make a choice.
And that choice is to grant permission
to publish or to withdraw the
manuscript.
The second approach of submitting
a manuscript to one journal at a time,
as Miss X did, is the ethical and pro
fessional approach. Fortunately for
editors, most authors are highly
ethical.
No journal has an automatic right to
use material until that author has given
permission. Therefore, most journals
request from an author a written per
mission to publish and a statement that
the material has not been submitted

Assume that the above author does
get a manuscript accepted by more
than one journal and that (s)he signs
an agreement with both journals giving
each permission to publish and ex
clusive use of the material. Editors of
both journals have notified the author
of acceptance and indicated the
publication date.
The editor of ABC Journal proceeds
to have the manuscript typeset, pasted
up, the spring issue layout completed,
and all material to the publisher. About
three o’clock one afternoon the mail ar
rives. The editor has been working
several hours and decides to take a
break. The mail includes her state
society journal. The editor glances
through the journal for layout ideas and
to see what topics are current. She
suddenly notices topical headings and
sentences that seem familiar. “I have
read this before,” thought the editor.
She looks at the author’s name. It is
part of an article to appear in the spring
issue of ABC Journal. She quickly
goes to the file, and yes, it is there —
a signed agreement not to submit the
material elsewhere and granting the
ABC Journal exclusive rights to
publish the manuscript within a one
year period. What should be done?
ABC Journal is ready to be printed.
She calls the former editor. She calls
her attorney. She calls the publishing
company; it is too late; they have gone
home. Can she replace the article?
She has one typeset article on hand
2/The Woman CPA, July, 1984

elsewhere. Authors who attempt to get
multiple publications from the same
material are open to a lawsuit based
on breach of contract and possible
violation of copyright laws. First, the
author has violated the agreement
signed with the journals. And, in addi
tion, the journal which is second to
publish the material may be in violation
of the copyrights of the journal first
publishing the material.
An editor must request and be
granted permission from another jour
nal to reprint one of their articles. The
Woman CPA is willing and does grant
permission to reprint articles. Our
authors are notified and hence receive
a second publication of the same arti
cle through legal and ethical means.
The American Association of Col
legiate Schools of Business (AACSB),
in accrediting schools and depart
ments of accountancy, may be adding
to the pressure to publish by requiring
“x” number of publications by “x”
number of faculty within “y” time
frame. The standards and guidelines
of the AACSB state “a reasonable
cross-section of the faculty should be
regularly engaged in research and
publication.” These rules have breadth
and do not define any specific number
of publications. However, an unofficial
interpretation has been “an average of
one publication per faculty member
per year.” If this is true, there are not
enough professional accounting jour
nals in existence to publish
manuscripts by the approximately
6,200 accounting faculty, including in
structors, listed in Hasselback’s
Accounting Faculty Directory 1984.
Authors who play the game of multi
ple manuscripts present a dilemma for
an editor. Often they are recognizable
because they cautiously play the game
and do not return the permission to
publish form. Such maneuvers only
add to the reviewers’ and editor’s
workload. Your editor will take action
when an author violates a signed per
mission to publish form.
Editors respect and want authors
who act ethically in submitting
manuscripts and in returning signed
permission to publish forms. In return,
an editor also has a responsibility to be
fair and ethical toward all authors. Ω

Organization

Peer Review: The
SECPS Experience
Removing the Shroud of Secrecy

By Andrew H. Barnett and Russ Alexander

During the late 1970’s the accoun
ting profession recognized the need for
a self-regulated process for monitoring
and checking the quality control (QC)
systems of CPA firms. Such a process
was needed to assure that firms
established effective policies to pro
vide reasonable assurance of confor
ming with professional standards in
performing auditing, accounting, and
review services. The peer review (PR)
process was initiated to satisfy that
need.
The PR program was established in
1977 when the AICPA Division for CPA
Firms was organized. The Division is
composed of two sections, the SEC
Practice Section (SECPS) and the
Private Companies Practice Section.
Firms that elect to join either section
must submit to a PR every three years
as a condition of continued member
ship. Other firms may participate in a
voluntary PR program administered by
the Quality Control Review Division of
the AICPA. Peer reviews are also be
ing utilized by state boards of accoun
tancy as well. This article focuses on
the PR program of the SECPS, as it
was structured in May 1982.

The Review Hierarchy
The SECPS was established as a
vehicle for increased self-regulation in
the accounting profession. The sec
tion’s stated objectives reflect a com
mitment to quality control through
mandatory peer reviews, maintenance
of quality control standards and sanc
tions for substandard performance.
The following membership re
quirements reflect this commitment:

The activities of the section are
governed by an Executive Committee
composed of representatives of at
least 21 member firms. The Peer
Review program is administered by the
Peer Review Committee (PRC) of 15
individuals selected by the Executive
Committee from member firms. Figure
1 depicts the organizational framework
of the Public Oversight Board (POB).
A Special Investigations Committee
(SIC) was established in November
1979 to undertake investigations in
connection with alleged or possible
audit failures involving member firms.
The SIC receives the reports from
member firms which list any litigation
against the firm and monitors those
cases to determine whether an in
vestigation is necessary. Interestingly,
from November 1979 to March 1981,
only 14 cases were reported to the
SIC; none of them were deemed to re
quire a special SIC investigation.
A POB of five prominent individuals
(primarily non-CPAs) maintains and
evaluates the regulatory and sanction
activities of the three committees to
assure their effectiveness. The POB is
deeply involved in the whole peer
review process. Three types of
monitoring are used by the POB to
assess peer reviewer’s adherence to
standards:
1 . the visitation-observation program,
consisting of a review of workpapers
and reports issued as well as visits
to offices of the reviewed firm dur
ing the performance of the review;
2 . the workpaper review program con
sisting of a review of workpapers
and reports; and
3 .the report review program con
sisting of a review of the reports
issued and summary review
memorandum.
In 1980 the five Board members visited
over 60 offices in connection with peer
reviews, averaging 12 visits per
member.
If a peer review provides evidence
to show that a member firm is not satis
fying the membership requirements,
sanctions can be imposed by the Ex
ecutive Committee. Such sanctions
range from requiring corrective
measures to expulsion from
membership.

1. Member firms must submit to peer
reviews every three years.
2. All professionals must participate in
at least 120 hours of professional
education over 3 years, but not less
than 20 hours in any given year.
3. Before issuance of an audit report
for an SEC client, the audit report
must be reviewed by a partner other
than the audit partner. (concurring
review)
4. Report any litigation against the firm
or its personnel that involves clients
or former clients that are SEC The Peer Review Team
registrants and that allege deficien
Peer reviews are conducted by a
peer review team (PRT), which is
cies in the conduct of an audit.
The Woman CPA, July, 1984/3

FIGURE I
Public Oversight Board
(5 members)

SECPS
Member Firms

Executive
Committee
(At least
21 members)

Special
Investigations
Committee
(9 members)

Peer
Review
Committee
(15 members)

established in one of three ways:
1 . appointed or authorized by the PRC
(committee-appointed review); or
2. formed by the firm engaged by the
firm under review (firm-on-firm
review); or
3. appointed by an association of CPA
firms (association review).
Committee-appointed review teams
are selected from a list of nominees of
member firms. Member firms that want
to be reviewed request that the com
mittee appoint such a team, which
then conducts the review. A fee
estimate is prepared by the PRC. Stan
dard rates are charged per hour of the
reviewer’s time. The hourly fee is
based on the number of professionals
in the reviewed firm. Fees for 1979
were;
Size of Firm
500
50-499

Partner
$90
65
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Manager
$70
50

Rates are established annually by the
PRC.

The PRC maintains a list of member
firms who are available to conduct firmon-firm reviews. Member firms who
want to be reviewed engage one of
those firms, and advise the PRC that
a firm-on-firm review will be conducted.
The reviewing and reviewed firm make
their own fee arrangements. One PRC
member estimates the fee for a firmon-firm review of a large national firm
ranges from $800,000 to $1,500,000.
Reciprocal reviews are not permitted.
General criteria for the choice of a
reviewer are sufficient size, capability,
and resources to do the review. In one
national firm partner’s view, the large
national firms are limited to perhaps 14
firms that could serve as reviewers.
After narrowing the field by eliminating
firms who do work for the reviewed firm

(such that independence would be im
paired) only a handful may remain.
Due to the high start-up costs involv
ed in the peer review process, review
ed firms usually retain their reviewer
for subsequent reviews.
While the fee range stated previous
ly may be substantial, it only
represents out-of-pocket costs of the
reviewing firm. Internal costs, such as
the opportunity cost involved in having
partners and managers involved in
reviews when they could be supervis
ing audit engagements, are not
recovered. For this reason, the peer
review process does not appear to be
generally regarded as an attractive
source of revenues for firms.
Each review team is headed by a
team captain, who must be an audit
partner in a member firm. Other
reviewers can be either partners or
managers, and must be CPAs (unless
a non-CPA specialist is needed to
serve as a consultant).
Generalizations about the number of
reviewers on a review team are difficult
because the number is dependent
upon the number of offices visited. The
same group of reviewers do not visit
all the practice offices to be reviewed.
Typically, however, a visit to one prac
tice office may involve 3 partners and
2 managers. If 10 practice offices are
visited, at least 50 people could be in
volved, while large reviews could in
volve more than 100 people.

The Quality Control Review
Panel
For firm-on-firm reviews or associa
tion reviews, the peer review commit
tee (PRC) will appoint a Quality
Control Review Panel. The primary
function of the panel is to oversee the
performance of the review team. The
panel members are selected from
those individuals available to serve on
committee-appointed review teams. A
fee estimate is prepared by the PRC
for the reviewed firm based on the
rates previously shown.
The size of the panel depends
primarily on the size of the reviewed
firm. For large, multi-office firms, a
panel will normally consist of three
members. For smaller firms, the panel
may consist of only one member.
Functions of the QCRP include:
1 . determining before the review team
begins its review that the team is
qualified to perform the review.

2.obtaining a general familiarity with
the reviewed firm’s quality control
policies and procedures.
3. concurring in the nature and scope
of the review procedures to be per
formed by the review team.
4.visiting selected practice offices of
the reviewed firm during review.
5.reviewing the team’s findings.
6.observing the team’s final discus
sion of its overall findings with the
reviewed firm.
7. reading the review team report.
8.issuing a report of its own.

trary, would presume that the review
ed firm’s representations concerning
items contained in the working papers
At no time during a review
are correct. The review team is testing
will review team members
the reviewed firm’s working papers for
compliance with the reviewed firm’s
have contact with any client
prescribed system of quality control
of a reviewed firm in
and is not able to test whether the firm
connection with the review.
did in fact comply with GAAS in the
engagement being tested. Rather, it
appears that the logic of the PR pro
cess is that if the firm’s QC system is
appropriately comprehensive and
suitably designed, it is fair to conclude
that audit and accounting services are
Based on this first step, the review in fact performed in accordance with
The POB questions whether the
GAAS.
QCRP is really necessary to the PR team tests compliance with the quali
For example, the first general stan
ty
control
policies.
This
would
include
process, and is conducting an in
dard says that “the examination is to
an
evaluation
of
the
nature
and
extent
vestigation to determine cost/benefit
be performed by a person or persons
data to serve as a basis for evaluation of tests to apply at the executive office,
having adequate technical training and
of the continued need or desirability of and the identification of the practice of
proficiency as an auditor.” If the firm
fices
to
be
reviewed.
The
number
and
QCRP involvement in the PR process.
location of practice offices to be visited has appropriately comprehensive and
The objectives of the peer review are are not subject to definite criteria; such suitably designed policies and pro
to determine whether:
decisions require the exercise of judg cedures for assigning personnel to
1 . the reviewed firm’s system of quali ment by the review team. Visits to the engagements, supervision, hiring, pro
ty control for its accounting and practice offices are never made on a fessional development, and advance
auditing practice is appropriately surprise basis.
ment then a priori the firm should be
comprehensive and suitably design
complying
with the first general
Compliance tests may include:
ed for that firm.
standard.
1 . review of selected administrative
2. its quality control policies and pro
The review team is required to
and personnel files.
cedures are adequately docu
prepare and retain working papers to
mented and communicated to 2. interviews with firm professional document the work performed, its fin
personnel at various levels.
professional personnel.
dings, and conclusions. The SEC and
3.
evaluation of the firm’s inspection the POB reached an agreement in
3. those policies and procedures are
function.
1980 that provides for SEC staff ac
being complied with to provide the
4.
review of selected engagement cess to selected portions of PR team
firm with reasonable assurance of
working paper files and report.
work papers for reviewed firms that
conforming with professional
audit one or more SEC clients. The
5. review of other evidential matter.
standards.
The third step is to develop and ex name of the reviewed firm will not be
4. the reviewed firm is complying with
disclosed in those work papers. The
the membership requirements of ecute a program to review selected
SEC also has access to the POB’s
the section.
engagements. The engagements are
work
papers.
selected so as to provide a reasonable
cross-section of the reviewed firm’s ac
Procedures to Achieve the
Reporting on a Peer Review
counting and auditing practices.
Objectives
The review team is required to
Greater weight is given to selecting
prepare
a report addressed to the part
engagements
for
publicly-held
clients
Several procedures are involved in
ners
of
the reviewed firm which ex
and
engagements
that
are
large
or
the review of the firm’s quality control
presses
either an unqualified or
complex.
The
number
of
engagements
system. First, the review team studies
modified
opinion
on whether the firm’s
to
be
reviewed
is
left
to
the
judgment
and evaluates the firm’s QC system.
system
of
QC
is
appropriately com
of
the
review
team.
This procedure is performed at the ex
After all compliance tests have been prehensive and suitably designed,
ecutive office, and provides evidence
about the firm’s quality control system performed but prior to issuing its whether the firm is complying with the
and documentation. The amount of report, the review team communicates QC system, and whether it is comply
ing with the SECPS membership
time spent at the executive office is its conclusions to the reviewed firm.
largely dependent on how centralized The formal report is then prepared and requirements.
Circumstances that would require a
the firm is. One estimate is that on the submitted to the reviewed firm and to
modified
report are:
average, 20-30 percent of the time in the PRC.
1.
a
limitation
on the scope of the
volved in a PR is spent at the executive
At no time during a review will review
review
office of the reviewed firm. The more team members have contact with any
decentralized the firm, the greater the client of a reviewed firm in connection 2. review discloses significant deficien
proportion of time spent in the practice with a review. Hence, the review team,
cies in the prescribed QC policies
offices.
in the absence of evidence to the con
and procedures, and/or a significant
The Woman CPA, July, 1984/5

lack of compliance with those
prescribed procedures.
3. review discloses significant lack of
compliance with the SECPS
membership requirements.

Letters of Comments — Areas Mentioned as Needing Improvement

It is not clear from either the Peer
Review Manual or the POB Annual
Report under what circumstances an
adverse report must be issued.

Reviewed/
Reviewing
Firms

Report
Year
Ended

AA/DH & S
AY/PW
C&L/AY
DH&S/E&W
E&W/PMM
PMM/AY
PW/E&W
TR/PW
TOTALS

8-31-80
6-30-78
6-30-79
3-31-77
3-31-80
3-31-78
6-30-78
3-31-79

During the course of their review, the
review team may note items that, while
not significant enough to result in a
modified report, are of sufficient weight
to warrant bringing those items to the
attention of the firm’s partners. These
items might, if corrected, result in an
improvement to the QC system of the
reviewed firm. Such items are com
municated in a “Letter of Comments”
that is meant to be a part of, but not
to change, the opinion expressed in
the report itself. While the letter is
issued at the option of the review team,
over 90 percent of unqualified reports
also have a Letter of Comments.
The reviewed firm is required to re
spond to the Letter of Comments and
must either describe the action that will
be taken in response to the suggested
improvement, or present reasons for
disagreement with the suggestion as
justification for not implementing them.
There is no standardized form or
language for the response.
In firm-on-firm and association
reviews, the QCRP will also issue a
report. The unqualified opinion
paragraph of the QCRP is essentially
the same as the opinion paragraph of
the review team report.
The review team report, Letter of
Comments, Response to the Letter of
Comments, and the QCRP report are
all submitted to the PRC for approval,
and then placed in the public file at the
AICPA.

An Analysis of Selected Peer
Reviews
To develop insight into the outcome
of peer reviews at the national firm
level, we examined the peer review
reports on eight large national firms.
Included in our examinations were the
review team reports, comment letters,
responses to comment letters, and the
quality control review panel reports for
each firm. In every case, unqualified
opinions were issued by both the
reviewing firm and the review panel.
Table 1 presents a concise abstract of
6/The Woman CPA, July, 1984

TABLE 1

# of
WithinAreas
Documen Firm Con
Mentioned
tation
sultation
3
2
6
17
3
5
6
5
47

x
X
X
X
X

x
x

X
X

X
X

7

5

X

CPE

Planning
Special
& Program
Audit
Preparation Techniques

x

x
X

x
X

x
X

2

2

X

the nature of the recommendations
presented in the comment letters.1
The peer review of Deloitte Haskins
& Sells (DH&S) by Ernst & Whinney
(E&W) occurred prior to both the
organization of the SECPS in
September 1977 and well before the
Peer Review Manual was published in
August 1978. This review arose
because of certain proceedings before
the SEC (per ASR 241) involving alleg
ed deficiencies in the conduct of audits
of four companies by DH&S. A special
committee was appointed by both
DH&S and the SEC to examine and
render a report concerning the manner
in which DH&S conducted its audit
practice. While DH&S had engaged
E&W to perform their review prior to
the formation of this committee, the
committee was permitted to utilize the
work of E&W in formulating their opin
ion. The report of the committee,
which contained an unqualified opin
ion, was issued on December 15,
1978. That opinion, which was un
qualified, is remarkably similar to the
sample standard report contained in
the Peer Review Manual.
The committee was satisfied that the
changes initiated by DH&S as a result
of E&W’s suggestions were sufficient
to correct the deficiencies. Despite be
ing performed before the formal PR pro
gram was established, the E&Wreview
and the reports arising from ASR 241
were accepted and placed in the public
files in mid-1979.

4

Items of Interest
All of the firms opted for a firm-onfirm review rather than a committee
appointed review. Three firms, Arthur
Young & Co., Price Waterhouse, and
E&W, each served as reviewers for two
different firms. Arthur Andersen & Co.,
Coopers & Lybrand, and Touche Ross
did not serve as reviewers for the other
firms.
All of the firms received an un
qualified opinion from both the review
team and the QCRP. All of the reports
were in the standard language
prescribed by the Peer Review Manual
except for the QCRP report for Peat
Marwick Mitchell & Co. (PMM). The
Panel inadvertently omitted a key
phrase from their opinion paragraph.
PMM brought the omission to the at
tention of the QCRP which corrected
the omission by issuing a new report.
Each review team submitted a Let
ter of Comments along with its report.
As required, the reviewed firm
prepared a point-by-point response to
that letter. Although in general most of
the reviewed firms agreed that the
points outlined in their reviewer’s Let
ter of Comments were justified and in
need of attention, two firms, PMM and
Price Waterhouse & Co., disagreed
with several points raised in the Letter
of Comments, (both rather pointedly,
in fact). As the Manual directs, the
reasons for their disagreement were
stated in their responses.

Letters of Comments
Table 1 presents a summary of the
number of points mentioned in the Let
ter of Comments for each firm, and the
specific points mentioned most fre
quently. The specific points do not
represent areas of failure of the QC
system of the reviewed firm; rather
they are areas where infrequent in
stances of noncompliance were
discovered, or where minimum levels
of compliance were encountered.
Specific points mentioned in the Let
ters are meant to point out areas that
require attention because a change
would result in substantial improve
ment (in the opinion of the reviewing
firm) in the reviewed firm’s system of
QC.

Discussion and Conclusion
The primary objective of the SECPS
is to improve the quality of accounting
practice before the SEC. The question
that must be asked is: “Is this objec
tive being achieved?”
Statistics on the number of un
qualified, modified, and adverse
reports accepted by the PRC for the
SECPS as of February 1982 are:
Unqualified
Modified
Adverse
Total

1978 1979 1980 1981
10
30 114 88
4
1
8
23
2
1
0
3

11

40

140

93

The percentage of unqualified opinions
went from 57% in 1975 to 95% in
1981, while the percentages of
modified and adverse opinions both
declined. Since the reviews are only
required every 3 years, the statistics
reflect many first-time reviews. It is
reasonable to expect such a trend, for
over time firms will come to know what
is expected of them and will implement
policies and procedures to assure that
they will satisfy the criteria for un
qualified opinions.
The POB said:
“Based upon its monitoring of
reviews conducted to date under
Section requirements, the Board
believes that the peer review process
is constructive and is achieving its ob
jectives. The improvements being im
plemented by firms as a result of peer
review demonstrate the real value of
the process.’’ (POB, 1981, p. 12)

If an unqualified opinion is in fact a
reliable indicator of an appropriate QC
program, and; if the reviews are con
ducted in an independent and objec
tive manner, such a conclusion seems
warranted.

As previously stated, all of the
selected firms received unqualified
opinions. Although a naive observer
might conclude: “Ah-hah — because
the Big 8 all got clean opinions, the
process is not working,” such a con
clusion is unwarranted.
In the first place, these firms have
their own internal QC inspection pro
grams, which have substantial budgets
to provide continuing assurance that
the firm is providing high-quality ser
vice to clients, consistent with profes
sional and firm standards. Hence, it
may be true that the process is not
substantially improving the quality of
their practices because they were and
are committed to maintaining quality,
independent of any outside review.
However, the process is useful to any
firm because it: 1) gives them a
challenge to make sure that they do
well in the inspection so that they
receive an unqualified opinion; and 2)
provide the firm with an opportunity to
share advice about QC programs so
that both the reviewing and reviewed
firm can mutually benefit from each
other’s experience and expertise.
According to one national firm part
ner, the PR is like a check-up by the
family doctor which individuals
undergo periodically. The doctor ex
amines the healthy patient to see if any
corrective actions are needed to
assure future good health. Likewise,
the PR serves to assure that any
trends reflecting possible future QC
problems are corrected before they
jeopardize the quality of the firm’s ser
vice to clients.

Second and most importantly, the
conclusion that the PR program is not
working is unwarranted because while
the practices of those firms which have
extensive QC programs may only be
marginally improved, the PR program
should result in substantial im
provements to the practices of firms
with inadequate QC systems.
One criticism that can be made of
the process is that it seems rather
shrouded in secrecy. Considering that
the objective is to improve practice of
CPA firms, it would be appropriate to
let users of financial information know
of the results of the profession’s self
regulation, to help improve the public
image of the profession. Initial efforts
at increasing dissemination of informa
tion are being made. The POB is con
sidering publishing the names of the
reviewed firms that have received

favorable reports in the 1981-82 An
nual Report. In addition, the AICPA is
considering publishing a directory in
dicating which firms are members of
the Division of CPA Firms. The POB
endorses this idea. Interested users
who know that membership in the Divi
sion means that member firms must
undergo mandatory peer reviews
would therefore also know that those
firms who do not belong are not to be
subject to such, unless they participate
in the voluntary peer review program.
By more open reporting, the profession
will maximize the benefits of the PR
program.
The PR program of the AICPA was
born at a time when the profession was
under attack from outside groups. It is
certainly an extensive, well-organized
process. The exceedingly difficult
question of whether the benefits ex
ceed the costs remains to be
answered,
NOTE
1While Exhibit 1 indicates that recommenda
tions were made in 47 areas, not all of them are
classifiable in the four areas presented.
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Comparative Peer
Review Cost Data
Helpful in Determining What Type of
Team is Desirable

By Joseph A. DeFatta and Julian D. Smith

TABLE 1
Profile of CPA Firm Respondents (Percent Distribution)

1

Approximate annual
accounting and
auditing hours billed:
Under 1,000
1,000 - 2,999
3,000 - 4,999
5,000 - 6,999
7,000 - 9,999
10,000 - 13,999
14,000 - 19,999
20,000 - 39,999
40,000 & over
No response

Total
Approximate annual
gross billing:
Under $200,000
$ 200,000 - 399,999
$ 400,000 - 599,999
$ 600,000 - 799,999
$ 800,000 - 999,999
$1,000,000 - 1,199,999
$1,200,000 - 1,399,999
$1,400,000 - 1,599,999
$1,600,000 & over
No response

Total

Number of Professionals per Firm
20 or
All
2-5
6-9
10-19
More Respondents

42.9
42.9
0.0
0.0
0.0
0.0
0.0
0.0
0.0
14.3

7.5
32.5
25.0
15.0
2.5
0.0
0.0
0.0
0.0
17.5

0.0
0.0
25.0
10.7
35.7
17.9
0.0
0.0
0.0
10.7

0.0
0.0
4.5
9.1
13.6
18.2
20.5
15.9
0.0
18.2

0.0
0.0
0.0
0.0
0.0
8.3
22.2
27.8
30.6
11.1

3.9
10.3
12.3
8.4
11.0
10.3
11.0
11.0
7.1
14.8

100.1

100.0

100.0

100.0

100.0

100.1

100.0
0.0
0.0
0.0
0.0
0.0
0.0
0.0
0.0
0.0

40.0
45.0
12.5
2.5
0.0
0.0
0.0
0.0
0.0
0.0

0.0
21.4
50.0
25.0
3.6
0.0
0.0
0.0
0.0
0.0

0.0
0.0
20.5
47.7
20.5
6.8
4.5
0.0
0.0
0.0

0.0
0.0
0.0
0.0
5.6
16.7
11.1
11.1
52.8
2.8

14.8
15.5
18.1
18.7
7.7
5.8
3.9
2.6
12.3
.6

100.0

100.0

100.0

100.0

100.1

100.0
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The division for CPA firms of the
American Institute of Certified Public
Accountants (AICPA) has been opera
tional for over three years. The division
was created primarily to improve the
profession’s ability to regulate itself.
The basic means of regulation is the
peer review which must be undertaken
once every three years. By reviewing
the quality control policies and pro
cedures of each member firm through
peer review, the division is striving to
enhance the image of the profession
and to improve the quality of services
rendered.
The division has periodically
published statistics regarding the cost
of peer reviews for member firms of the
Private Companies Practice Section
(PCPS) in its PCPS Reporter. These
statistics, however, relate only to those
firms which have had reviews con
ducted by committee appointed review
teams (CART). In addition to CART,
reviews are performed by three other
types of review teams: firm on firm,
association, and society.
This study was undertaken to pro
vide comparative data for reviews con
ducted by all types of teams. These
statistics should provide useful infor
mation to firms that are considering a
change in the type of team for their
next peer review. The data should also
be informative for those firms that are
considering joining the division. In
order to facilitate comparisons, all
statistics are classified by firm size (as
measured by the number of
professionals).

The Study
Data for this study were gathered
through a questionnaire mailed to 300
members of the division. The reci
pients of the questionnaire were
selected randomly from a list of ap
proximately 500 PCPS members that
had been reviewed as of January 31,
1982.
A total of 155 usable questionnaires
were returned for a response rate of
51.7% as shown.1 The response
percentages in each size category
closely paralleled the composition of
membership in the PCPS, as reported
in the April 1982 PCPS Reporter.

Summary of Mail Survey
TABLE 2
Number
Number of Firms
Responding
Professionals
Percent
7
One
4.5
40
25.8
Two - five
Six - nine
28
18.1
Ten - nineteen
44
28.4
Twenty or more
36
23.2
Total
155
100.0
Approximate number of firms with completed
peer reviews as of January 31, 1982 500
Questionnaires mailed
300
Overall response rate
51.7%

Table 1 provides information regar
ding annual accounting and auditing
(A & A) hours for responding firms as
well as annual gross billing data.
These statistics are provided to permit
firms to compare their practices with
those of their peers.

The types of review teams selected
by the responding firms to perform
their peer reviews are reported in
Table 2. For those firms in the size
categories ranging from 1 to 19 profes
sionals, CART was the most widely
used review team. On the other hand,
the largest firms (20 or more profes
sionals) utilized an association review
team most frequently. In general, the
table reveals that as the size of the firm
increases the type of team selected
becomes more evenly distributed
among the three most popular teams.
The small number of firms (three)
employing a state society team ap
pears to indicate that most state
societies have not yet provided a
review team mechanism for their
members.
Table 3 is a summary of peer review
costs by firm size and type of review
team. Peer review costs include all outof-pocket expenditures such as
reviewers’ time charges, travel and
lodging, and the AICPA’s ad
ministrative fee where applicable.
These review costs are incurred once
every three years. As would be ex
pected, the average peer review cost
per professional for all respondents
tends to decrease as the firm size in
creases, reflecting economies of scale.
For example, the average cost for a

Type of Peer Review Team (Percent Distribution)
Number of Professionals per Firm
Type of Review Team

1

14.3
57.1
14.3
14.3

Firm on firm
CART
Association
State society

100.0

Total

10-19

6-9

2-5

15.0
80.0
2.5
2.5
100.0

20 or

All

more

Respondents

21.4
71.4
7.1
0.0

13.6
59.1
25.0
2.3

22.2
36.1
41.7
0.0

17.4
61.3
19.4
1.9

99.9

100.0

100.0

100.0

TABLE 3
Summary of Peer Review Costs
Number of Professionals per Firm
Type of Review Team

1

2-5

6-9

10-19

20 or
more

Firm on firm
Number of firms
Low
Average
High
Average cost per professional

$
$
$
$

1
775
775
775
775

6
$ 700
$2,264
$4,000
$ 566

6
$2,375
$3,229
$4,500
$ 388

6
$1,800
$3,333
$4,500
$ 233

8
$ 4,450
$ 7,044
$10,000
$ 235

CART
Number of firms
Low
Average
High
Average cost per professional

4
$1,699
$1,874
$2,000
$1,874

32
$1,100
$2,190
$4,000
$ 535

17
$1,500
$2,776
$4,400
$ 372

25
$2,100
$4,192
$7,000
$ 310

13
$ 3,900
$ 7,568
$15,000
$
211

Association
Number of firms
Low
Average
High
Average cost per professional

$
$
$
$

1
997
997
997
997

1
$1,100
$1,100
$1,100
$ 220

2
$3,600
$4,113
$4,625
$ 457

10
$2,500
$4,932
$7,826
$ 355

15
$ 3,500
$ 6,108
$10,075
$
221

Society
Number of firms
Low
Average
High
Average cost per professional

$
$
$
$

1
625
625
625
625

1
$1,500
$1,500
$1,500
$ 500

0
—
—
—
—

1*
$ 675
$ 675
$ 675
$
61

0
—
—
—
—

All respondents
Number of firms
Low
Average
High
Average cost per professional

7
$ 625
$1,413
$2,000
$1,413

40
$ 700
$2,156
$4,000
$ 529

25
$1,500
$2,991
$4,625
$ 384

42
36
$
675 $ 3,500
$ 4,162 $ 6,843
$ 7,826 $15,000
$
305 $
220

Excludes five unusable responses

*Included as a valid response although the cost appears unrealistic

The Woman CPA, July, 1984/9

sole practitioner (no professional staff)
is $1,413 compared to a cost of $220
for firms with 20 or more professionals.

An analysis of the data by firm size
reveals that a peer review performed
by a CART team for a sole practitioner
resulted in the highest average cost
per professional ($1,874). In contrast,
a review administered by a societyappointed team produced the lowest
average cost ($625) for a sole
practitioner.2
For those firms with two to five
professionals and six to nine profes
sionals, there is no significant dif
ference in the average cost of peer
reviews performed by firm-on-firm or
CART review teams in the respective
size categories. In firms with ten to
nineteen professionals, however, the
average cost of a review by a firm-onfirm team is substantially lower than
the cost of a CART or association
review. On the other hand, the average
review cost for the largest firms (20 or
more professionals) is approximately
the same for each type of review team.
Peer review costs as a percentage
of annual revenue by firm size and
type of review team are presented in
Table 4. Practitioners may find this in
formation useful in budgeting and
comparing their review costs with other
firms. Average review costs for all
types of teams ranged from 1.6% of
annual gross billings for sole practi
tioners to .4% for the largest firms.
With some exceptions, the CART
review resulted in the lowest peer
review costs as a percentage of
revenue.

TABLE 4
Average Peer Review Cost Per Dollar of Revenue
Number of Professionals per Firm
20 or
1
2-5
6-9
10-19 or more

Type of Review Team

Firm on firm

Number of firms
Average revenue (gross billings)
Average peer review cost per dollar
of revenue

1
6
8
6
6
$ 38,000 $215,583 $546,667 $711,667 $1,524,375

2.0%

1.1%

.6%

.5%

.5%

CART

Number of firms
Average revenue (gross billings)
Average peer review cost per dollar
of revenue

4
32
17
25
12
$123,250 $249,734 $474,235 $724,320 $1,945,833

1.5%

.9%

.6%

.6%

.4%

Association

Number of firms
Average revenue (gross billings)
Average peer review cost per dollar
of revenue

1
10
1
2
15
$ 55,000 $175,000 $513,905 $787,800 $1,679,733

1.8%

.6%

.9%

.6%

.4%

0

1*
$680,000

0

Society

Number of firms
Average revenue (gross billings)
Average peer review cost per dollar
of revenue

1
1
$ 24,000 $165,000

2.6%

.1%

.9%

All respondents

Number of firms
Average revenue (gross billings)
Average peer review cost per dollar
of revenue

7
40
25
42
35
$ 87,143 $240,625 $494,792 $736,571 $1,735,457
1.6%

.9%

.6%

.6%

.4%

Excludes six unusable responses
*Included as a valid response although the peer review cost appears unrealistic

Table 5 summarizes peer review
costs per accounting and auditing hour
by firm size and type of review team.
As previously discussed, economies of
scale are also evident in this analysis.
Thus, average review cost per A&A
hour ranges from $1.12 for sole pro
prietors to $.24 for the largest firms.
Although no definite trend is discern
ible, an analysis by firm size indicates
that cost per A&A hour tends to
become less variable for all types of
teams as the size of the firm increases.

Summary
The small number of survey
responses in certain categories limits
to some extent the generalizations that
can be derived from the data. For ex
ample, only three of the responding
firms utilized a state society review
10/The Woman CPA, July, 1984
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TABLE 5
Average Peer Review Cost Per Accounting and Auditing Hours

Type of Review Team

Number of Professionals per Firm
20 or
1
2-5
6-9
10-19
more

NOTES

Firm on firm

Number of firms
Average annual accounting and
auditing hours
Average peer review cost per
A and A hour

1Although many firms are members of both the
PCPS and the SEC Practice Section (SECPS),
only one of the 155 respondents indicated that
it had undergone a SECPS peer review. Thus
this study is essentially an analysis of the costs
of PCPS peer reviews.
2Some of the statistics in the study are based
on one or two responses and should be given
appropriate consideration when comparisons
are made to other statistics based on a larger
number of responses.

1

6

6

4

7

1,000

2,641

7,558

12,135

33,993

$0.78

$0.86

$0.43

$0.27

$0.20

3

25

16

22

12

1,507

3,655

6,788

12,320

30,317

$1.22

$0.62

$0.40

$0.35

$0.25

1

1

1

7

14

550

500

10,683

12,485

24,203

$1.81

$2.20

$0.43

$0.45

$0.25

1

1

0

1*

0

MOVING???

16,700

—

Please Give Us Six Weeks
Advance Notice

CART

Number of firms
Average annual accounting and
auditing hours
Average peer review cost per
A and A hour

This study has given some insights
as to the cost of peer reviews con
ducted by firm-on-firm, CART, associa
tion, and society teams. The data will
enable practitioners to compare their
peer review cost with other firms and
help them to determine if a change in
the type of team is desirable.Ω

Association

Number of firms
Average annual accounting and
auditing hours
Average peer review cost per
A and A hour
Society

Number of firms
Average annual accounting and
auditing hours
Average peer review cost per
A and A hour

_

1,000

2,250

$0.63

$0.67

—

$0.04

—

CHANGE OF
ADDRESS

6

33

23

34

33

1,178

3,332

7,158

12,461

28,503

$1.12

$0.66

$0.41

$0.35

$0.24

ATTACH LABEL FROM
RECENT ISSUE HERE OR
PRINT OLD ADDRESS AS
WELL AS NEW IN SPACE
BELOW

All respondents

Number of firms
Average annual accounting and
auditing hours
Average peer review cost per
A and A hour

Excludes 26 unusable responses
*Included as a valid response although the peer review cost appears unrealistic.

Name (please print)

Old Address

team. With this limitation in mind, it
would appear that smaller firms should
carefully consider the alternative types
of teams available since the cost of
their peer review is subject to greater
variability than for the larger firms.

For larger firms the cost of the peer
review may be a less critical factor in
selecting a review team since there is
less variation in cost for these firms.
Possibly larger firms should place
more emphasis on such factors as: (1)

experience of the team in conducting
peer review, (2) familiarity of the team
with industries in which the firm’s
clients operate, (3) ability to schedule
a team at an appropriate time, and (4)
reputation of the team for conducting
reviews in an efficient manner for
providing constructive recommenda
tions regarding changes in firm
policies and procedures. Of course,
these intangible factors may also be of
greater importance than cost for
smaller firms.

City

State

ZIP

State

ZIP

NEW ADDRESS

City
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Another Look at
GAAP Applied to
Small Business
Some Suggested Cures

Public Company: A company (a)
whose securities trade in a public
market on a stock exchange or in the
over-the-counter market or (b) that is
required to file financial statements
with the Securities and Exchange
Commission. A company also is
considered a public company if its
financial statements are issued in
preparation for the sale of any class
of securities in a public market.

Private Company: A company other
than a public company.1

Since this paper deals with GAAP
and since the SEC has authorized the
FASB to promulgate standards com
prising GAAP, the FASB’s definitions
are used.

A Two-Fold Problem Area:
Cost Effectiveness and
Relevancy to Users’ Needs
By Linda R. Jefcoat and Loudell Ellis Robinson

Application of generally accepted
accounting principles, in their entirety,
to the financial reporting of private and
small public companies is controver
sial today. Since 1976 when the
AICPA Committee on Generally Ac
cepted Accounting Principles for
Smaller and/or Closely Held
Businesses issued its report, the finan
cial community has repeatedly
debated the ailments and possible
cures related to such reporting. The
purpose of this paper is to examine the
basic issues surrounding a framework
within which GAAP for small
businesses can develop. The paper
discusses problem areas of financial
reporting of small business and
presents possible remedies to alleviate
the perceived burden of a standards
overload.

Small Business Defined
A major problem in establishing
GAAP for small business is defining
the type of entity under study. In the
past consistent parameters were not
established to identify the “small
business.” Definitions varied, based
12/The Woman CPA, July, 1984

among other criteria on an amount of
revenues or assets.
In January, 1982, the Securities and
Exchange Commission formalized
Rule 0-10 (Section 240) defining the
phrases “small business” and “small
organization”:
...an “issuer” or “person” that, on
the last day of its most recent fiscal
year, had total assets of $3,000,000
or less;...

For purposes of the FASB’s Invita
tion to Comment, Financial Reporting
by Private and Small Public Com
panies, the terms small company,
public company and private company
were defined:
Small Company: A company whose
operations are relatively small, usually
with total revenues of less than $5
million. It typically (a) is owner
managed, (b) has few other owners,
if any, (c) has all owners actively in
volved in the conduct of enterprise af
fairs except possibly for certain family
members, (d) has infrequent transfers
of ownership interests, and (e) has a
simple capital structure.

Two major concerns surround finan
cial reporting by small businesses. It
is believed by some persons that, first,
conformance with GAAP is not cost ef
fective for such businesses and,
secondly, certain information provided
is irrelevant to their financial reporting
needs.
Cost Effectiveness
FASB Concepts Statement Number
1 states that information provided by
financial reporting involves a cost to
provide and use. Generally, the
benefits of information provided should
be expected to at least equal the cost
involved. Further, different persons will
honestly disagree about whether the
benefits of certain information justify its
costs.
The cost of providing information
that conforms to GAAP is perceived in
some cases to be excessively high for
small businesses. In a recent study of
2,000 corporations, it was found that
entities with sales under $50 million
were paying their CPAs six times more
(according to percent-to-sales) than
larger firms. Also, 47 percent of the
smaller entities thought that accoun
tants’ fees were unreasonable,
whereas, only 17 percent of the large
entities felt this way.2 In another study
conducted by Nair and Rittenberg it
was found that CPAs and bankers
strongly agreed that small businesses’
accounting costs were disproportionately
higher than those for large businesses,
and that while most complex accoun
ting pronouncements issued by the

FASB affected accounting costs, they
did not improve the management of
small business.3
Users’ Needs
A basic objective of financial
statements is to provide information
useful to investors, creditors and other
users in making rational investment,
credit and similar decisions. One of the
loudest outcries by critics of current
FASB requirements applicable to small
business is that the needs of users of
small business’ financial statements
differ from the needs of users of the
financial statements of large
businesses. Typical remarks from
critics are as follows:
The facts are that recent GAAP pro
nouncements are not relevant to
small business financial reporting
needs...
Credit grantors to small business
often have access to other, perhaps
more significant, data than that con
tained in financial statements.4

On the other hand, Nair and
Rittenberg conclude from their study
that bankers — the primary users of
financial statements — perceive no dif
ference in their needs regarding the
financial statements of small and
privately
held
businesses.
Businessmen and CPAs appear to
perceive a difference that is not
perceived by bankers.
In the course of researching this
paper, the writers considered it impor
tant to know the extent of reliance
placed on financial statements by the
banking community. If financial
statements are not used for credit pur
poses, some of the urgency for com
pliance with GAAP is alleviated. Also,
the writers wanted to determine if
bankers in their local community felt
that GAAP for small companies could
appropriately differ from those of larger
companies.
Questionnaires were sent to 10
banks in the community (Appendix A).
Table 1 presents a summary of the
seven usable responses received.
Admittedly the sample is small for pur
poses of drawing universal conclu
sions. As shown, however, 86% of the
respondents said that the financial
statements of a small firm were of upmost importance as the basis for gran
ting a loan. The degree of reliance
placed on various types of statements
was diverse, depending on whether

the statements were audited, review
ed, or compiled. Finally, seventy-one
percent of the bankers surveyed felt
that accounting rules should not differ
for small businesses versus larger
ones, a view consistent with the stand
taken by Robert Morris Associates.5
This view is also consistent with find
ings from the FASB’s Invitation to
Comment mentioned earlier. While the
FASB’s work dealt with the area of
private companies only it represents
the issues addressed here. The majori
ty of public accountants perceived a
user-need difference between
creditors of private as opposed to
public companies, but the creditors
themselves did not perceive this
difference.6
Research findings reported above
indicate a relatively great divergence
in opinions about user needs, par
ticularly creditors’ needs in the small

business environment. As David
Mosso states “there is very little hard
evidence to identify the differences
among small and large businesses
that lead to different financial reporting
needs.”7
Nair and Rittenberg conclude that
distinctions in GAAP should be based
on substantiated, rather than asserted,
differences in users’ needs. Also,
FASB Concepts Statement Number 1
states that financial reporting should
not exclude relevant information mere
ly because it is difficult for some to
understand or because some investors
or creditors choose not to use it.
Noncompliance with GAAP
From the two major issues of cost
and relevancy to users’ needs, another
area of growing concern emerges —
noncompliance with GAAP standards.
“A potential consequence of the grow
ing burden on small CPA firms is the

TABLE 1
Summary of Responses to Questionnaires
(expressed in both percentages and numbers answering)
Of Upmost
Importance

1. In your decision to grant a
loan, do you consider the
financial statement of a
small business:

Of Medium
Of Little
Consideration Consequence

86% (6)

14% (1)

2. Suppose a small business applied for a loan with your institution and presented
its financial statements with the application. How much reliance would you
place on the financial statements if those statements were:

Complete
a) Audited with an
unqualified opinion

High

86% (6)

Reliances
Fair

Minimal

Reject

14% (1)

b) Audited with a
qualified or negative
opinion because of
departure from
GAAP

57% (4)

c) Reviewed by a CPA

86% (6)

14% (1)

d) Compiled by a CPA

43% (3)

57% (4)

e) Unaudited and no
association with a
CPA

3. Do you feel that certain accounting rules should
differ for small businesses vs. larger ones?

43% (3)

100% (7)

Yes

No

29% (2)

71% (5)
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A two-tiered GAAP will reduce
professional credibility and
confuse statement users.

insidious creep of noncompliance with
GAAP standards. This has serious im
plications for legal liabilities, erosion of
professional ethics, loss of public sup
port and dissonance within the ac
counting profession.”8 CPAs appear to
feel that moderate to significant noncompliance takes place in audited,
reviewed, or compiled financial reports
to outsiders in the following areas (in
order of significance).
1. Leases
2. Deferred taxes
3. Pensions
4. Disclosure of related party
transactions
5. Contingencies
6. Accounting changes
7. Capitalization of interest
8. Marketable equity
securities
9. Business combinations
10. Statement of changes in
financial position9

Possible Cures
Among the suggested possible
cures for the illnesses affecting the
financial reporting of small business is
a two-tiered GAAP, that is, a set of ac
counting principles applicable to small
business different from those ap
plicable to other businesses. As noted
by Mosso, all GAAP are based on two
parts, the measurement process and
disclosure regulations. Principles of
measurement determine amounts,
while disclosure principles determine
the nature and extent of information
provided in financial statements. The
two-tiered GAAP could express dif
ferences by either measurements or
disclosures, or both.
Mosso feels that a difference in
GAAP based on disclosures does not
appear to be meaningful. After remov
ing disclosure requirements that seem
14/The Woman CPA, July, 1984

not to apply to small business, the
burden probably will not be reduced
very much. The measurement stan
dards are where the burden is.
On the other hand, the AICPA Com
mittee on Generally Accepted Accoun
ting Principles for Smaller and/or
Closely Held Businesses is opposed to
a different measurement process. Ac
cording to the committee, the
measurement process should be in
dependent of the nature of users and
their interest in the resulting
measurements. There should be a
distinction in disclosures required by
GAAP and those disclosures used for
merely analytical or other purposes.
Much opposition exists to a twotiered GAAP. This opposition is based
on a concern for the possible lack of
credence users would place on infor
mation resulting from a dual set of ac
counting principles. For example,
Waterson warns that the FASB and the
AICPA must avoid the temptations of
creating two separate standards of ac
counting and auditing. Dual standards
can only reduce professional credibility
and confuse statement users.10 Kirk
notes that he opposes a two-tier stan
dard setting structure and quotes what
Phillip L. Defliese told the Wheat study
group: This sounds fine - but it won’t
work.11
Views opposed to a two-tiered
GAAP rest on the assumption that the
term GAAP is referring to a singular
body rather than a plurality comprised
of many parts, each of which is
specifically applicable under varying
circumstances. GAAP can be a very
flexible embodiment of rules as is
shown by the differences that current
ly exist in the application of GAAP in
varied circumstances. For example,
GAAP for government organizations
differ from GAAP for businesses, and
companies in specialized industries
follow practices peculiar to their in
dustries. It has been suggested that
any variations needed by users should
be encompassed within GAAP without
GAAP being two-tiered.12
Another suggested remedy to small
businesses’ financial reporting prob
lems is an alternative comprehensive
basis of accounting, such as the in
come tax basis or cash basis.
However, Kirk has indicated that the
AICPA Committee on Standards
Overload will not endorse the income
tax basis as the solution to the
overload problem.

Increased acceptability of financial
statement reviews and compilations is
yet another potential solution. Current
ly, a stigma of unacceptability is at
tached to compilations and reviews
because of the negative nature of the
assurances provided by the accoun
tants preparing the statements.

Progress To Date
Several changes in practice for
small business are in effect now. In
1978 the FASB suspended the repor
ting of earnings per share and
segment information by nonpublic
enterprises. FASB Statement Number
33 (1979) requires supplementary
disclosure of certain price-leveladjusted and current cost information
from only relatively large publicly held
companies. Finally, in 1980 the AICPA
Committee on Small and Medium Siz
ed Firms recommended that the FASB

All variations needed in GAAP
should be incorporated within
GAAP.

study the effects of standards on small
business before their issuance and
that they review GAAP, generally, to
see if existing requirements really suit
the needs of such businesses.
Yet to be released are two other
research studies concerning private
companies and small public com
panies. Both studies, one sponsored
by the FASB and the other by the
Financial Executives Research Foun
dation, are expected to be published
sometime in 1983.13
Although some progress has been
made to eliminate the standards
overload on small business, there are
still many areas of concern. Some of
the current GAAP requirements cited
as problem areas to small business are

as follows (listed in no particular order
of importance):
APB Opinion No. 11, Accounting for
Income Taxes
APB Opinion No. 16, Business Com
binations (as related to the pro for
ma disclosure requirements)
APB Opinion No. 18, The Equity
Method of Accounting for In
vestments in Common Stock
APB Opinion No. 21, Interest on
Receivables and Payables
FASB No. 12, Accounting for Certain
Marketable Securities
FASB No. 13, Accounting for Leases
FASB No. 34, Capitalization of In
terest Cost

Conclusion
That there is a problem in financial
reporting for small business is not the
issue; it is generally recognized that a
problem exists. The concern lies in
identifying the boundaries of the prob
lem and finding feasible solutions.
The writers are opposed to a twotiered GAAP. Things have a way of
growing; a two-tiered GAAP might
soon be a multi-tiered GAAP, with a dif
ferent set of standards for different
groups of entities. All variations need
ed in GAAP should be incorporated
within GAAP, GAAP being a plurality
comprised of many parts. The FASB
follows this practice now (as in State
ment 33 and specialized industries),
though not to the extent it should. We
encourage the FASB to conduct addi
tional empirical research to better
define the problem and, indeed, even
the magnitude of the problem — both
as to the number of companies involv
ed and the extent of damage caused
by noncompliance with GAAP. These
issues have not been clearly defined.
At the conclusion of the research, the
FASB would be in a better position to
review all existing GAAP and restruc
ture them to the needs of small
businesses. Ω

NOTES
1 Financial Accounting Standards Board,
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Companies, Invitation to Comment, Stamford,
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APPENDIX A
QUESTIONNAIRE
1. In your decision to grant a loan, do you consider the financial statement
of a small business:
(check one)
of upmost importance
of medium consideration
of little consequence

2. Suppose a small business applied for a loan with your institution and
presented its financial statements with the application. How much
reliance would you place on the financial statements if those
statements were (a-e):
a. Audited with an unqualified (“clean”) opinion
(check one)
complete reliance
high reliance
fair amount of reliance
minimal reliance
would completely reject financial
statements and deem them unreliable
b. Audited with a “qualified” or “negative” opinion given because
the financial statement departed from generally accepted accoun
ting principles (GAAP)
(check one)
complete reliance
high reliance
fair amount of reliance
minimal reliance
would completely reject financial
statements and deem them unreliable

c. “Reviewed” by a CPA (as used here, in a review the CPA states
that he or she has no reason to believe that the statements are
not in conformity with generally accepted accounting principles but
no opinion on the financial statements is rendered nor is an audit
performed)
(check one)
complete reliance
high reliance
fair amount of reliance
minimal reliance
would completely reject financial
statements and deem them unreliable
d. “Compiled” by CPA (as used here, compiled means presenting in
the form of financial statements information that is the representa
tion of management [owners] without undertaking to express any
assurance on the statements)
(check one)
complete reliance
high reliance
fair amount of reliance
minimal reliance
would completely reject financial
statements and deem them unreliable

e. Unaudited and no association with a CPA
(check one)
complete reliance
high reliance
fair amount of reliance
minimal reliance
would completely reject financial
statements and deem them unreliable
CONTINUED ON PAGE 16
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Pregnant
CPA's:

APPENDIX A

(Continued)

3. Do you feel that certain accounting rules should differ for small
businesses vs. larger ones? (For example, some companies do not
have to report earnings per share and segment data. Should there
be other differences or exceptions?)
(check one)
___yes
______ no
______ don’tknow

Classic business suits and dresses, conser
vatively styled for a professional image
throughout pregnancy. Catalog with
fabric swatches & fit guide $3, refundable
with order. Visit us in Washington, D.C.,
New York, Houston or Philadelphia
or inquire about opening a store in your
area. Tel. 215-625-0151. P.O. Box 40121,
Dept. CP5, Phila., PA 19106.
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in Accounting) CPA Journal, v. 52, January,
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8lbid., p.2.

9Nair and Rittenberg, “...Is there a Standards
Overload?”, p. 92.
10James Waterson, (past chairman of the
Robert Morris Associates accounting policy com
mittee), as quoted in Nair and Rittenberg, “...Is
there a Standards Overload?”, p. 86.
11 Donald Kirk, as quoted in Nair and Rit
tenberg, “...Is there a Standards Overload?”,
p. 78.
12Gerald W. Hepp and Thomas W. McRae,
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SEND FOR THE EXECUTIVE
WOMAN NAME ENGRAVED
BUSINESS CARD CASE.
Get the Executive Woman custom name-engraved
business card case. This classy case is the elegant
way to present your business cards. Keeps them
crisp and clean. It can also be used for credit cards.
Solid Brass. 2¼ x 5⅝". Only
thick. Smoothly
hinged, clip closed. (Great gift idea).

Please send me:
__ Executive Woman Card Case(s) at $7.98 each
(California residents please add 6% sales tax)

Name

Address
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Engraved Name
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The Tax Crunch Season
will never be the same again.
McBee just made it
a whole lot easier.
Introducing 2 new one-write bookkeeping sys
tems designed specifically to facilitate client
income tax preparation...plus surprisingly broad
ening your client services—at the same time.
as a business...

Sole Proprietorship Disbursements System
Gives your clients all the benefits of one-write plus facilitating
SCHEDULE C (Form 1040) income tax preparation.
as an individual...

P.I.C. Check Register & Disbursements System
Brings one-write bookkeeping out of the office and right into
the home for your client’s Personal Income Control. Facilitates
SCHEDULE A and B (Form 1040) income tax preparation.

Imagine what time savings this can mean in tax preparation
...what an aid for your financial planning practice.
• A one-write system with pre-printed column headings
sequentially arranged according to the IRS’s own categories.
• The ease and accuracy of working with journals instead of
fussing with check stubs or loose vouchers.
• Working with pre-proven figures, cross-footed and bal
anced, means time saved, whether computer inputted or not.
• For your clients—all the hallmarks of sound bookkeeping.
Accountability. Accuracy. Known distribution. Sequential
check control. Balanced totals. An audit trail. A running bank
balance. All at little cost and with eye-opening time savings.

Do you
know
where your
money
went?

It’s
10:25
Saturday
morning.

Why not bring control to your personal finances the
way small businesses do every day in the business world ?

McBee

One-Write Bookkeeping Systems

Get a headstart on ’85
Let’s see the new McBee one-write systems designed to help speed
income tax preparation.
( ) Sole Proprietorship (Schedule C) Disbursements
( ) Personal Income Control (Schedule A and B) for client home use.
Phone

Name

Address
Firm
City

State

Zip

McBee Systems, 151 Cortlandt St., Belleville. NJ 07109

W-7/84
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Manifestations of
FAS No. 52
Placement of the “Translation
Adjustment’’ is Questioned

By Eugene L. Zieha and Orapin Duangploy

Statement of Financial Accounting
Standard No. 52, Foreign Currency
Translation, was issued in December,
1981.1 Compliance was mandatory for
fiscal years beginning on or after
December 15, 1982. However, earlier
application was encouraged and by
now examples of compliance are
available.
Such examples provide the first
manifestations of FAS No. 52. Parallel
ing the idea that one picture is worth
a thousand words is the idea that a
sample of applications may throw
some light on the seventy-eight pages
of text in the statement. This paper
looks at FAS No. 52 by observing the
manner in which figures related to
foreign currency translation appear in
publicly available financial reports.
Four such manifestations of FAS
No. 52 in corporate reports are given
special attention. The first deals with
fundamentals — double-entry book
keeping and the comprehensive in
come concept. How does an increase
or decrease in common stockholder
equity that does not appear in the
reported income of the corporation
relate to the basic nature of accoun
ting? The second views equity per
18/The Woman CPA, July, 1984

share and income per share as com
ponents in the reconciliation of begin
ning and ending equity per share. The
translation adjustment with its
separate caption in the residual equi
ty section of the statement of financial
condition will be completely sub
merged in the single amount given for
equity per share.
The third manifestation to be con
sidered is the impact of figures
generated under FAS No. 52 on tradi
tional ratio analysis. How do you
explain to a user a rate of return on
equity in which the translation adjust
ment is included in the denominator,
equity, but not in the numerator, in
come? And fourth, attention is given
the impact of FAS No. 52 on the state
ment of changes in financial position.
What is the interpretation of the
translation adjustment, or the change
therein, as a source or a disposition of
whatever?

FAS No. 52
FAS No. 52 revises the accounting
and reporting requirements for
recognition of foreign currency tran
sactions and translation of foreign cur
rency financial statements. The foreign

currency transactions will, for the most
part, move to a conclusion and their
results will be in the income statement
without specific identification. Some
transactions with significantly large
currency gains or losses may appear
as special items on the income state
ment and in footnotes. However, this
paper does not deal with foreign cur
rency transactions or their appearance
in the financial statements. The em
phasis herein is on the translation of
foreign currency financial statements
and its manifestation in the published
consolidated financial statements.
FAS No. 52 adopts the functional
currency approach to translation. Each
entity’s financial statements are
measured in its functional currency
before translation to U.S. dollars.
Under FAS No. 8, the U.S. dollar was
the measuring unit for all entities.2
Now, the measuring unit is the U.S.
dollar or the foreign currency, depen
ding on which is the functional curren
cy. This paper considers only cases in
which the foreign currency is the func
tional currency.
In FAS No. 52 the financial
statements are translated to U.S.
dollars using the current rate method.
This differs from measuring exposure
to currency fluctuations on monetary
items only as under FAS No. 8. The
current rate method addresses sub
sidiary statement translation from an
overall entity perspective. Thus, the
subsidiary’s net asset position is ex
posed to currency fluctuations under
the FAS No. 52 requirements. Transla
tion adjustments must be reported and
accumulated in a separate component
of equity called Equity Adjustment for
Translation.
The unrealized effects of the transla
tion of foreign subsidiary financial
statements are to be stored directly in
this equity account. Changes in such
unrealized gains and losses do not ap
pear in the income statement or reside
in retained earnings. The justification
given in FAS No. 52 for storing the
translation adjustments in this unex
plained stockholders’ equity account is
“...(translation adjustment) is an
unrealized enhancement or reduction
having no effect on the functional cur
rency net cash flows.”3 Furthermore,
the FASB appears to indicate that such
translation adjustments should be ex
cluded from net income, should be in
cluded in comprehensive income, but
should be treated as an equity adjust

ment. This inclusion in stockholder
equity of an item that is excluded from
income is a major point of concern
herein.

Double-Entry Bookkeeping
A.C. Littleton quotes Thomas Jones
writing in 1841 as follows:
“The arrangement of Double Entry is
based upon the following two
propositions:
Proposition I
“If we can ascertain our Resources
and Liabilities at any stated time, their
comparison will determine the posi
tion of our affairs at that time...
Proposition II
“If we determine the position in which
our affairs stood at the commence
ment of any period of time, and our
gains and losses during that period,
we can, therefore, determine our
position at the end of the period...
“So that by any possible way in
which we view these two distinct and
independent propositions, provided
we fulfill their conditions, they must
necessarily lead us to the same
result. ”4

In a continuation of this idea Littleton
also discusses a German author
writing in 1882. He points out that
Kurzbauer indicates the importance of
the union of the two classes of ac
counts in these words: “double-entry
bookkeeping is the combination into
one system of the property
bookkeeping and the resultsbookkeeping of a business enterprise.5
W.A. Paton, in his textbook first
published in 1924, takes the position:
“It (the income sheet) shows the
course of business operation during
the period from the financial stand
point, and thus accounts for the
change in ownership, either favorable
or unfavorable, which has resulted
from such operation. That is, the
periodic increase or decrease in
equities, the most important financial
index of the effects of business
forces, is explained in more or less
detail by the income sheet, assuming
that this statement includes a
systematic compilation of expense
and revenue data.’’6

Goldberg, writing in 1965 on the nature
of accounting, continues the same
idea: “What double-entry does is to
combine the possibility of both
measures of income and the measure

of proprietorship within one system,
and it is this potentiality that is the
distinctive feature of a coherent
system of double-entry book
keeping.”7
Countless students have been
taught that they can ascertain period
income by finding the change in
owner’s equity during the period and
adjusting it for withdrawals and new in
vestments. Many small businessmen
have used such a method to determine
income without the ‘proof’ provided by
the income statement. However, tax
reporting requirements have reduced
reliance on the net worth approach to
income calculation.
FASB Concepts Statement No. 3,
“Elements of Financial Statements of
Business Enterprises,” provides a
concept of comprehensive income as
follows:
“...the change in equity (net assets)
of an entity during a period from tran
sactions and other events and cir
cumstances from nonowner sources.
It includes all changes in equity dur
ing a period except those resulting
from investments by owners and
distributions to owners. "8

But now comes FAS No. 52. Despite
alternate views as to the nature of the
translation, there is agreement regar
ding its disposition. In one place is
found “...the translation adjustment is
reported separately from the deter
mination of net income. That adjust
ment is accumulated separately as
part of equity.”9 Elsewhere the same
idea is expressed as follows:
“...The translation adjustment for a
period should be excluded from the
determination of net income, reported
separately, and included as a
separate component of equity.’"10

Is FAS No. 52 compatible with the
comprehensive income concept of
Concepts Statement No. 3? The ques
tion raised herein; it is also being
raised elsewhere. Norton and Porter
do so. They write, “We believe there
is an inconsistency between the con
cept of comprehensive income and
treatment of foreign currency transla
tion items.”11
The handling of the translation in
FAS No. 52 is contrary to the basic
concepts of double-entry bookkeeping,
the foundation of accounting as a
theoretically sound model.

Concern reaches beyond the con
fines of foreign currency translation.
The fear is that one breakdown in the
basic self-proving model would soon
be used as precedent for additional
deviations from time honored ideas.
Accounting is not a maze of indepen
dent statistics, it is a unified system.
There are many imperfections related
to individual items, but the double
entry system assures that each will
come to attention from two viewpoints.
Is there precedent for such direct en
try of the translation adjustment to the
corporate equity? Yes, there is. The
‘Appraisal Surplus’ that accompanied
upward revaluations of assets in the
1920’s is an example. But the realities
of the 1930’s and the test of accep
table practice caused the abandon
ment of this concept of upward
revaluation. More seriously, there is
another example waiting to come for
ward. Many suggestions for use of
price indices or replacement costs for
corporate assets would require the
disposition of an offsetting credit.
Residual equity has been forwarded as
the resting place for this credit for
many years. However, acceptance of
such ideas has been consistently re
jected. Is FAS No. 52 a prelude to ac
ceptance of an even greater break with
fundamentals?

Equity Per Share
Equity Per Share (EQPS) is a finan
cial item that is included in many cor
porate annual reports. When
presented, it is usually included in the
‘highlights’ section on the first page of
the report or in the multi-year financial
summary. EQPS usually appears
associated with earnings, both total
and per share, and dividends, both
total and per share. These latter
figures are taken directly from the for
mal financial statements covered by
the auditor’s report. Stockholders and
other annual report readers surely
receive a general impression that
EQPS figures have a similar standing.
In fact, the inclusion of beginning
EQPS, Earnings Per Share (EPS)
Dividends Per Share (DPS) and ending
EQPS gives users an implication that
the components of an EQPS recon
ciliation are being presented. But
beginning EQPS plus EPS and minus
DPS may not produce the ending
EQPS presented in the annual report.
It has been suggested to electric
utility investors that they use these
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TABLE 1
R. J. Reynolds industries
Statement of Reconciliation of Equity Per Share
Jan. 1, 1983 — Dec. 31, 1983
EQPS 1/1/83 (per annual report $42.33)
Plus Earnings per Share

$42.33
7.25

Less Dividends per Share

$49.58
(3.05)

$46.53
Plus Equity Transfers in Connection with Acquisition of Debentures,
Preferred Stock, Subordinated Debentures, and Other

.04
$46.57

(.46)

Less Foreign Currency Translation Adjustment

EQPS 12/31/83 (per annual report $46.11)

$46.11

TABLE 2
Scoville, Inc.
Statement of Reconciliation of Equity Per Share
Dec. 26, 1982 — Dec. 25, 1983
EQPS 12/26/82 (per annual report $17.82)

$17.82

2.53

Plus Earnings per Share

$20.35

Less Dividends per Share

(1.52)

$18.83
Plus Equity Transfer in Connection with options exercised,
Preferred Converted, Public Issuance, Issuance in Acquisition,
and Debt Exchange

1.70
$20.53

Less Foreign Currency Translation Adjustment

EQPS 12/25/83 (per annual report $19.88)

figures for a simple test. Compute an
expected EQPS and compare it with
the actual EQPS. A lower actual than
expected EQPS gives strong suspicion
of stockholder dilution. This usually oc
curs when new shares are issued at
less than current EQPS. It was further
suggested that they write corporate
management and ask for an explana
tion of this difference. Luckily foreign
subsidiaries are not found among
regulated electric utilities.
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(.65)
$19.88

FAS No. 52 has further complicated
this unresolved problem by adding a
new feature to the equity section of the
Balance Sheet. The total given for
common stockholders’ equity is the
sum of Capital Stock at Par, Premium
on Capital Stock, Retained Earnings
and Translation Adjustment. EQPS is
usually calculated by dividing this total
common stockholders’ equity by the
number of common shares outstan
ding at the balance sheet date. The

word ‘usually’ appears because there
may be a few cases in which the total
is adjusted. One possible adjustment
is for the difference between balance
sheet figures and liquidation value of
certain preferred stock. In addition,
some financial publications use a
‘book value’ for common stock for
which intangibles have been deducted
from the total before dividing by the
number of shares.
The Translation Adjustment did not
appear on the Balance Sheet until FAS
No. 52 was adopted. It can be ex
pected that analysts will continue to
divide total common equity by shares
outstanding given the mode of presen
tation in statements reviewed to date.
The companies have done so in com
puting the EQPS they show in their an
nual reports.
More sophisticated audiences are
being asked to do more than a simple
test. A full Reconciliation of Changes
in EQPS is being proposed and pro
moted. Research has indicated a
sizeable number of line items that may
appear in such a reconciliation. The
Translation Adjustment will be one. It
will be much harder to explain to users
than such items as income, dividends,
and equity transfer due to issuance of
new shares at other than EQPS.
An illustration may make this clearer
than further verbage. Statements of
Reconciliation of Equity Per Share and
the worksheets from which they were
prepared are provided for two of the
companies whose annual reports were
reviewed for this paper. These
materials appear in Tables 1 through
4. A firm decision has not been made
as yet as to how the Translation Adjust
ment should be handled in the propos
ed Statement of Reconciliation of
EQPS. It is made as a final item and
its effect is prorated on a relatively sim
ple basis in these examples. The im
portant things are that the Translation
Adjustment is necessary for the recon
ciliation and that it is a significant item
for these companies. This is definitely
a manifestation of FAS No. 52.

Ratio Analysis
Ratio analysis of financial data is an
established feature of corporate finan
cial management, credit granting
decisions and investment portfolio
supervision. Users of annual reports
have a continuing interest in this tool
and, therefore, in the accounting data
that is its raw material. Moreover,

TABLE 3
Worksheet for Reconciling Equity Per Share
(Dollars in millions except per share)
R.J. Reynolds Ind., Inc.
Balance 12/31/82
Common Shares
Transactions
Equity Transfer A
Sub-Total
Income
Dividend
Equity Transfer B
Sub-Total
Current Year
Translation Adjustment
Balance 12/31/83

# Shares
112,596,534

676,674
—
113,273,208
—
—
—
113,273,208
—

113,273,208

Total
Dollars
$4,766

Average
Per Share
$42,328

35
—
4,801
819
- 345
—
5,275

51.724
—
42.384
—
—
—
46.569

35
-6
29
3
-2
+2
32

+6
4,772
816
-343
-2
5,243

.056
42.384
7.252
-3.050
-.017
46.569

52
5,223

—

46.110

-1
31

-51
5,192

.459
46.110

$ New
$ Old
Per Share Old
Stockholders Stockholders Stockholders
$4,766
$42,328
$ _

—

TABLE 4
Worksheet for Reconciling Equity Per Share
(Dollars in millions except per share)
Scovill, Inc.
Balance 12/26/82
Options Exercised
Preferred Converted
Public Issuance
In Acquisition
Debt Exchange
Total Issuances
Equity Transfer A
Sub-Total
Income
Dividend
Equity Transfer B
Sub-Total
Current Year
Translation Adjustment
Other
Balance 12/25/83

# Shares
9,454,824
164,050
20,292
1,700,000
260,000
537,831
2,682,173
—
12,136,997
—
—
—
12,136,997

—
—
12,136,997

Total
Dollars
$168,457
2,562
185
46,971
6,151
13,891
69,760
—
238,217
27,246
-16,311
—
249,152
-7,880
-27
241,245

Average
Per Share
$17,817
15.617
9.117
27.630
23.658
25.828
26.009
—
19.627
—
—
20.528

—
—
—

$ New
$Old
Per Share Old
Stockholders Stockholders Stockholders
$168,457
$17,817
$ —
—
—
2,562
—
—
185
—
—
46,971
—
—
6,151
—
—
13,891
—
—
69,760
-17,116
+ 17,116
+ 1.810
52,644
19.627
185,573
3,350
23,896
+ 2.527
-1,940
-14,371
-1.520
+1,006
-1,006
-.106
55,060
194,092
20.528

-1,741
-6
53,313

-6,139
-21
187,932

-.649
-.002
19.877
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TABLE 5
Return on Shareholders’ Equity
Cluett, Peabody & Co., Inc. & Subsidiaries
As Reported:

Shareholders’ Equity 1/1/83
Shareholders’ Equity 12/31/83

(In thousands)

$215,806
229,309

$445,115

222,558

Simple Average
Net Income 26,829/222,558 = 12.05%

Adding Back Translation Adjustments
of 6,485 and 14,031 to Equity:
1/1/83
12/31/83
Simple Average
Net Income 26,829/232,816 = 11.54%

222,291
243,340

465,631
232,816

or

Deducting Translation Adjustment For
Year of 7,546 from Net Income
1/1/83
12/31/83

215,806
229,309

445,115
222,558

Simple Average
Net Income 26,829 - 7,546 = 19,283
19,283/222,558 = 8.66%

TABLE 6
Return on Shareholders’ Equity
Datapoint Corporation & Subsidiaries
As Reported:

Shareholders’ Equity 8/1/82
Shareholders’ Equity 7/31/83

(In thousands)
$326,150
329,963

Simple Average
Net Income 8,077/328,057 = 2.46%

Adding Back Translation Adjustments
of 5,269 and 11,541 to Equity:
8/1/82
7/31/83
Simple Average
Net Income 8,077/336,462 = 2.40%

$656,113

328,057

331,419
341,504

672,923
336,462

or

Deducting Translation Adjustment For
Year of 6,356 from Net Income
8/1/82
7/31/83
Simple Average
Net Income 8,077 - 6,356 = 1,721
1,721/328,057 = .525%
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326,150
329,963

656,113
328,057

ratios are frequently presented in the
corporate reports. They are not within
the financial statements that are
reviewed by the auditor; but they do
appear in the same document and are
prepared from the same accounting
figures.
What effect will compliance with
FAS No. 52 have on these ratios?
Financial analysts use a set of perhaps
twelve to sixteen relatively standard
ratios. Limited space herein does not
allow a detailed review of each such
ratio. Attention will be directed primari
ly to one ratio, rate of return on
stockholders’ equity, which appears
frequently in corporate annual reports.
Some general comments will be made
on the others without detailed suppor
ting explanation. Worksheet presenta
tions in Tables 5 through 8 will
establish background for the
comments.
Two approaches can be taken. One
is to compare ratio results under FAS
No. 52 with those under FAS No. 8.
This can be extended to include
predecessor translation methods such
as current/non-current or monetary/
non-monetary. But FAS No. 52 is the
standard and evaluating it in terms of
past practices is not practical in a
limited presentation. The second ap
proach, to be followed here, is to
evaluate FAS No. 52 alone with con
cern for possible weak points or inter
nal inconsistencies.
Users of financial ratios do not see
the detailed breakout of statement
components. These are submerged in
one final percentage. This is especial
ly true in the ratio, rate of return on
stockholders’ equity, that is being ex
amined. The current rate translation
method scatters increased or decreas
ed asset and liability figures
throughout the balance sheet which
are incorporated in the consolidated
figures. The net currency translation
change appears in the cumulative
Translation Adjustment that is
presented (by most companies) as a
separate line item in the stockholders’
equity section of the balance sheet.
The current year translation ‘change’
does not appear in the income
statement.
Return on average stockholders’
equity, as presented in annual reports,
is calculated by dividing net income to
common stockholders by the average
stockholder’s equity. A simple
average, one half the sum of begin
ning and ending equity, is reasonable

unless there are unusual equity
transactions.
A simple test was performed on the
data in several available annual
reports. Three rates of return were
calculated. The first uses the data
presented in the report and gives a
result compatible with the figure
presented elsewhere in the annual
report. The second step recognizes
that the Translation Adjustment is not
in the income figure. Compatibility is
achieved by removing it from the equi
ty figure. Most current translation ad
justments are negative. Their removal
raises the stockholders’ equity figure.
This, in turn, results in a smaller
calculated return on stockholders’
equity. However, in the samples used
the difference was insignificant.
The third calculation also recognizes
the Translation Adjustment is not in the
income figure and adds it algebraical
ly to income. Calculation with this data
provides again a lower rate of return
than that shown in the statements.
However, the difference in this case is
considerably larger because a change
in the profit figure is much more signifi
cant than a change in the net asset
(equity figure).
Tests with hypothetical data confirm
the empirical evidence above. A
negative translation adjustment occurs
as a result of a decline in a foreign cur
rency. The rate of return under FAS
No. 52 is then greater than it would
have been if the decline were com
pletely ignored or completely record
ed on a full double-entry basis.
On the other hand, if the foreign cur
rency strengthens, the published rate
of return under FAS No. 52 will be
below that which would have been
shown if the equity denominator and
the income numerator in the calcula
tion were compatible.
The analysis and the limited em
pirical review of published data in
dicates that for many companies this
may not be a significant difference.
However, two comments are in order.
One is that including the adjustment in
one part of a calculation but not in the
other is akin to the traditional adding
of apples and oranges.
The other is that this difference in
dicates only a small leak in the accoun
ting dam. Leaks may get bigger and
others may join them. Particularly in
teresting is that one of the companies
whose statements were reviewed has
a single equity adjustment account

TABLE 7
Return on Shareholders’ Equity
Petrolane Incorporated and Subsidiaries
As Reported:

Shareholders’ Equity 10/1/82
Shareholders’ Equity 9/30/83

(In thousands)
$511,513
451,571

Adding Back Translation Adjustments
of 3,836 and 4,836 to Equity:
10/1/82
9/30/83
Simple Average
Net Loss (34,609)/485,878 = (7.12%)

$963,084

481,542

Simple Average
Net Loss (34,609)/481,542 = (7.19%)

515,349
456,407

971,756
485,878

or

Adding Translation Adjustment For
Year of 1,000 to Net Loss
10/1/82
9/30/83

511,513
451,571

963,084
481,542

Simple Average
Net Loss (34,609) + (1,000) = (35,609)
(35,609)/481,542 = (7.39%)

TABLE 8
Return on Shareholders’ Equity
Rockwell International Corp. and Consolidated Subsidiaries
As Reported:
(In millions)

Shareholders’ Equity 10/1/82
Shareholders’ Equity 9/30/83

$2,097.3
2,367.3

Simple Average
Net Income 389.1/2,232.3 = 17.43%

Adding Back Translation Adjustments
of 89.8 and 89.9 to Equity:
10/1/82
9/30/83
Simple Average
Net Income 389.1/2322.2 = 16.76%

$4,464.6
2,232.3

2,187.1
2,457.2

4,644.3
2,322.2

or

Deducting Translation Adjustment For
Year of 0.1 from Net Income
10/1/82
9/30/83
Simple Average
Net Income 389.1 - .1 = 389
389/2,232.3 = 17.43%

2,097.3
2,367.3

4,464.6
2,232.3
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that included both the foreign curren
cy translation adjustment and an ad
justment for the decline in value of
long-term investments in equity
securities.

Changes in Financial Position
The Statement of Changes in Finan
cial Position (SCFP) has undergone a
long period of development to become
a part of the formal financial presen
tation. It is a tool, that along with the
Income Statement and the Equity
Statement explains the changes from
one Balance Sheet to the next. Ac
counting Principles Board Opinion No.
19 establishes the authoritative posi
tion relative to this statement. FAS No.
52 adopts the all financial resources
concept and other requirements as
specified in APB Opinion No. 19.
However, FAS No. 52 fails to specify
whether the explanation of the change
in financial position is in terms of the
functional currency or the U.S. dollar.
Has a change in financial position oc
curred when balance sheet amounts
change because of the translation pro
cess? If the financial statement
measurements exist only in terms of
the functional currency, then transla-

Eugene L. Zieha, Ph.D., CMA, CDP,
is professor of accountancy at the
University of Missouri-Columbia.
Previously he was professor and depu
ty director, Department of Accounting
and Statistics, at the Air Force Institute
of Technology. He has taught at St.
Louis University and the University of
Illinois and has been with IBM Corpora
tion as manager of financial analysis.
He received a BS and MS degree from
St. Louis University and a Ph.D. from
the University of Illinois.
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tion is the process of expressing such
measurements. In this case, the im
plementation of the change in financial
position should be in terms of the
foreign currency. All items of the
foreign currency statement of changes
in financial position will be translated
at the exchange rate on the balance
sheet date. There will not be a transla
tion adjustment to account for on the
SCFP.
The situation is different if the objec
tive of the translated SCFP as viewed
by FAS No. 52 is in terms of the U.S.
dollar. Any significant changes in
balance sheet items resulting from
changes in the exchange rates should
be reported. APB Opinion No. 19 sup
ports the all financial resources con
cept. Any transaction that gives rise to
important changes in financial position
should be shown on the translated
SCFP even though working capital or
cash is not affected directly. Such tran
sactions are not a factor in measuring
the net change in funds but they must
be disclosed because they affect the
structure of the firm’s assets and
equities. Consequently, a strict
adherence to the all financial
resources concept should fully
disclose the translation adjustments.
FAS No. 52 fails to specify how to
disclose the translation adjustments.
But, it appears that to be consistent
with APB Opinion No. 19 re
quirements, the translation ad
justments should be reported as both
a source and use of funds. However,
APB Opinion No. 19 permits some flex
ibility and use of judgment in meeting
the stated objectives of the SCFP. At
the same time, FAS No. 52 gives very
little guidance regarding its impact on
the SCFP.
Empirical evidence available to date
shows how companies have elected
voluntary compliance with FAS No. 52
report translation adjustments. It is
recognized that the election of volun
tary compliance introduced a signifi
cant bias into the accumulated data.
However, it is the best available data
as compliance was mandatory begin
ning with fiscal periods starting after
December 15, 1982.
There is a second problem with this
data which time will correct. The pro
fession is in a transient period regar
ding compliance with FAS No. 52.
Many companies must make cumula
tive adjustments relative to prior years’
data. It is particularly difficult to relate

such prior years’ adjustments, the
changeover from FAS No. 8 to FAS
No. 52, to the SCFP. Companies
which have their initial adjustment in
a prior year will have a more simple ad
justment in the succeeding year. They
will be moving from the transient state
conditions into steady state conditions.
This will give further insight into the im
pact of FAS No. 52 on the SCFP.
An unscientific review of available
corporate annual reports revealed a
wide diversity in the handling of FAS
No. 52 data in the SCFP. Some com
panies show both a source and use of
funds that are, in effect, the result of
the translation adjustment. Others
show what could well be construed as
uses as negative sources. The effect
of the translation adjustment does not
appear in some SCFP’s even though
its inclusion in equity establishes the
need for an offsetting amount. Perhaps
it is submerged in “other.” Another ap
proach shows the effect of the transla
tion as a balancing figure independent
of both sources and uses. The handl
ing of the FAS No. 52 translation in the
SCFP is complicated by the fact that
there are many different company con
cepts of the SCFP.
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associate professor of accounting at
California State University, Fullerton.
Previously she was assistant vice presi
dent of Bangkok Bank, Ltd. She has
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Wisconsin, Oshkosh, and Pittsburg
State University. She has a Ph.D. and
MS from the University of Missouri,
Columbia. She is a member of the
Orange County Chapter of ASWA.

A UNIQUE OPPORTUNITY FOR YOU

MARCOIN

Business Services

Marcoin Business Services has over 25 years
experience in accounting systems and computer
operations. You can take advantage of this
experience by joining our nationwide network
of franchise owners.

As a Marcoin representative, you offer your clients more than
just accounting and tax services. You will be trained to provide
unique business counseling to small business owners. You can
also become a distributor of the specialized computer software
Marcoin has developed for small business.
Take that first step to independence
with confidence
Call Sue Nieten
800-241-4957 Extension 40
or write
Marcoin Business Services
The Marcoin Building
1924 Cliff Valley Way
Atlanta, Georgia 30329

You'll be glad you did!

Your initial investment of $28,500 provides you with:
4 Weeks of Intensive Training
Field Support with Market Introduction

Accounting Systems, Supplies & Operations
Manuals

Your Own Computer with Marcoin’s Software
End User Computer Software
National and Local Advertising and Marketing
Programs

VISIT OUR BOOTH AT THE 1984 JOINT MEETING OF AWSCPA & ASWA IN ATLANTA, OCTOBER 10-13

Conclusion and
Recommendations
The introduction of FAS No. 52 is
having many manifestations in the
financial reports of companies that
have foreign subsidiaries whose func
tional currency is the foreign currency.
These manifestations appear in the
balance sheet, the equity statement
and in the statement of changes in
financial position. They, furthermore,
impact the income statement by their
absence from it.
Review to date of these manifesta
tions gives rise to two questions. The
first asks whether the Translation Ad
justment on the balance sheet should
be removed from the equity section of
this statement. Its presence there
raises questions as to whether it con
flicts with basic concepts of double
entry bookkeeping. In addition, does it
cause problems to users with an in
terest in ratio analysis or with a desire
for a better understanding of equity per
share and its changes?
Could the Translation Adjustment be
moved to another position on the
balance sheet? One possibility is a

separate section between liabilities
and shareholders’ equity for such
unrealized items. Or perhaps this
separate section could go below the
equity section. Another possibility is
the viewing of the translation adjust
ment on the balance sheet as a
valuation account to be added or sub
tracted, with appropriate explanation,
from total assets or groups of assets.
No position is taken herein at the pre
sent time beyond a call for a further
study of this aspect of FAS No. 52.
A simple approach that would not
change the basic position of FAS No.
52 relative to this item does exist. A
sub-total of Capital Stock, Premium on
Capital Stock and Retained Earnings
could be entitled “Shareholders’ Equi
ty Before Translation Adjustment for
Foreign Currency Changes.’’ Further
discussion could establish this sub
total as the figure to be used in ratio
analyses and calculation of equity per
share.
It is further proposed that additional
attention be paid to the placement of
the Translation Adjustments on the
Statement of Changes in Financial
Position. Recognition that any decision

here must be related to a better agree
ment on the nature of this statement
is important. Ω
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Hazardous Wastes
Disposal Costs
Their Recognition is a Social
Responsibility of the Independent
Auditor

of Statement of Financial Accounting
Standards No. 5 “Accounting for Con
tingencies (1975).” SFAS No. 5 in
dicates in paragraph 8 that:
An estimated loss from a loss con
tingency...shall be accrued by a
charge to income if both of the follow
ing conditions are met:
a) Information available prior to issu
ance of the financial statements in
dicates that it is probable that ...
a liability had been incurred at the
date of the financial statements. It
is implicit in this condition that it
must be probable that one or more
future events will occur confirming
the fact of the loss.
b)The amount of the loss can be
reasonably estimated.

By Gary Saunders and Roland L. Madison

Dioxin is only the latest hazardous
waste material to gain national atten
tion because of inadequate disposal
methods. Before dioxin, PCBs, TCE,
Kepone, arsenic, lead, and a number
of other toxic or carcenogenic waste
products commanded the nation’s at
tention. Concern about the hazards of
waste dump sites and their requisite
cleanup has thrust relatively obscure
locations, such as Love Canal, Times
Beach, and Midland, into national pro
minence and has been responsible, at
least in part, for the recent resignations
of two high-level Environmental Pro
tection Agency (EPA) officials.
Estimates have placed the number
of hazardous waste sites in the United
States as high as 51,000. The EPA in
dicated that some 57 million tons of
hazardous wastes were being
generated annually and approximate
ly 90 percent of those wastes were be
ing disposed of in an environmentally
unsafe manner. Potential liabilities for
firms generating and disposing of the
waste material are staggering. One
SEC accountant recently surmised
that the potential liability for cleanup of
the existing dump sites was in the
“megabuck” range. Based on the per
vasiveness of the problem, estimates
26/The Woman CPA, July, 1984

as high as $500 billion are not
unreasonable.
To date, the independent auditor
has not been a central figure in the
controversy. However, it is quite con
ceivable that audit firms will become
embroiled in the economic controver
sy as the full cost of the effort to rec
tify the problem becomes more
apparent. The jury is still out on the
question of who will bear the expense.
If resolution of the question results in
requiring firms that generate such
hazardous waste materials to pay even
a portion of the cleanup cost, the im
pact on the financial position of those
firms may be substantial. A considera
tion of the independent auditor’s role
in the disposition of hazardous waste
material yields some interesting
possibilities.

Current Treatment of
Disposal Costs
Immediate costs associated with the
disposal of hazardous wastes are
recognized in the determination of cur
rent income in accordance with
generally accepted accounting prin
ciples (GAAP). Any future costs incur
red as a result of present disposals
should be considered within provisions

The Statement further describes
three points on a continuum relating to
the probability that a liability has been
incurred as:
a) Probable. The future event or
events are likely to occur.
b) Reasonably possible. The chance
of the future event or events oc
curring is more than remote but
less than likely.
c) Remote. The chance of the future
event or events occurring is
slight.

In the event that one or both of the
conditions specified in paragraph 8 are
not met, but there is at least a
“reasonable possibility” that a loss
resulting in the impairment of an asset
or the incurrence of a liability may have
occurred, the contingency should be
handled through disclosure. Con
tingent liabilities should not be disclos
ed, except in special circumstances,
when their possibility of occurrence is
remote.
Since chemical processes tend to be
prolific generators of hazardous
wastes, a perusal of the annual reports
distributed by four large chemical com
panies revealed that over the last half
dozen years, contingent liabilities
arising from the current disposal of
hazardous waste materials were
disclosed in notes to financial
statements. Understandably, the
disclosures took on optimistic stance
and typically included indications that
resolution of the contingent liabilities
would not materially affect the financial
position or results of operations for the
firms.

Two exceptions to the ordinary foot
note disclosure merit comment. An
nual reports of the Occidental
Petroleum Corporation for the 1980
and 1981 fiscal years, disclosed con
tingent liabilities without a monetary
assessment in the balance sheet with
footnote references. That approach, in
conjunction with the typical footnote
disclosure, tends to place somewhat
more emphasis on significant con
tingent liabilities. Audit opinions on
Allied Corporation’s statements for the
1977 and 1978 fiscal years were
“qualified” because of the significance
of the contingent liabilities. However,
a close reading of the footnote in
dicates that contingent liabilities
relating to hazardous waste disposal
were not substantially responsible for
the qualifications but they were a con
tributing factor. Other contingent
liabilities arising from business ven
tures appear to have been a major in
fluence in arriving at the decision to
qualify the opinions on Allied’s financial
statements.
There appears to be one common
criterion currently used in the recogni
tion and subsequent disclosure of con
tingent liabilities in the financial
statements examined. This criterion
relates to the three points on the pro
bability distribution discussed in SFAS
No. 5. For the occurrence of an event
giving rise to a contingent liability to be
considered “reasonably possible,”
auditors apparently look for an
asserted claim or assessment, i.e., a
lawsuit or regulatory action. That pro
cedure is, on the surface, consistent
with a provision of SFAS No. 5 which
states that:
Disclosure is not required of a loss
contingency involving an unasserted
claim or assessment when there has
been no manifestation by a potential
claimant of an awareness of a possi
ble claim of assessment... (p.5).

Consequently, the assertion of a claim
or assessment serves as an indication
that a contingent liability should be
recognized at least through disclosure.
The same sentence continues by im
plying that a contingent liability should
be disclosed when:
...it is considered probable that a
claim will be asserted and there is a
reasonable possibility that the out
come will be unfavorable.

Most liabilities presently recognized
in the financial statement stem from

legally enforceable obligations that are
based upon contracts and exchange
transactions. However, the Board ex
tended the definition conceptually to
include obligations that:
...stem from ethical or moral con
straints rather than rules of common
or statue law, that is, from a duty to
another entity to do that which an or
dinary conscience and sense of
justice would deem fair, just, and
right — to do what one ought to do,
rather than what one is legally re
quired to do. (Statement of Financial
Accounting Concepts No. 3,1980, p.
15).

Certain noncontributory pension
plans that are maintained without con
tracts and compensated absences
paid to employees without mandatory
vesting provisions demonstrate the ap
plication of the conceptually broader
social view of a liability (Statement of
Financial Accounting Standards No.
43, 1980). These examples, and the
preceding citations from SFAS No. 5
and SFAC No. 3 show that it may be
quite appropriate to recognize some
contingent liabilities before a lawsuit is
filed or a regulatory body initiates
action against a firm.

Need For More Rigorous
Interpretation of SFAS No. 5
When the Hooker Chemical Cor
poration, a subsidiary of Occidental,
disposed of industrial wastes at the
Love Canal site during the 1940s,
there was little reason to suspect that
very significant future liabilities would
arise. “Carcenogenic” was not the fre
quently used term that it is today.
Recognition of a contingent liability
stemming from the disposal probably
received minimal consideration.
Hooker officials apparently recogniz
ed the possibility of disaster when they
twice issued strong public warnings
about potential health hazards in 1957.
The Niagara Falls Board of Education,
using the threat of eminent domain,
purchased the property for one dollar
in 1953, and was considering the sale
of parcels to private developers.
Nonetheless, Occidental (Hooker’s
parent company) very reluctantly
disclosed contingent liabilities
resulting from the disposal of hazar
dous wastes. In fact, the company was
charged by the Securities and Ex
change Commission in 1980 with
failure to disclose hundreds of millions
of dollars in potential liabilities stem

ming from waste disposals at the site.
Further, the SEC said that Occidental
should have disclosed the potential ex
posure and costs associated with
claims resulting from operations
related to the environment.
It is apparent that society in general
and users of financial statements in
particular cannot expect companies
that generate and dispose of hazar
dous waste materials to vigorously
pursue full disclosure of resultant con
tingent liabilities in their financial
statements. The obvious advocate for
society and financial statement users
in the matter is the independent
auditor. A more rigorous interpretation
of SFAS No. 5 by the independent
auditor accompanied by more ag
gressive inquiries of management and
their legal council would undoubtedly
result in more comprehensive
disclosures. The situation, particular
ly with respect to the public’s level of
environmental awareness, is substan
tially different than it was several
decades ago and the public accoun
ting profession owes society and the
financial community no less than full
disclosure of the massive potential
liabilities connected with the en
vironmentally unsafe disposal of
hazardous wastes.

Another aspect of the problem is the
short-run tactical decision model that
most industries have apparently been
using in making determinations about
the disposal methods to be used for
hazardous wastes. The Chemical
Manufacturers Association estimates
that the cost of using landfills for hazar
dous waste disposal — a method
typically considered environmentally
unsafe — is $25 per barrel. At the
same time, it estimates the cost for in
cineration of hazardous wastes, which
is recognized as a more environmen
tally safe method of disposal, to be
slightly more than $100 per barrel.
(Time,March 29, 1982). Obviously, a
short-term decision model, based on
ly on initial disposal costs, would
dysfunctionally indicate the landfill
disposal method as preferable.
A longer-run decision model which
considers all of the long-range costs of
disposal, including eventual cleanup
costs, would probably lead to more
economic decisions, i.e. disposal of
hazardous wastes by a more en
vironmentally safe method. With
respect to the total costs of disposal,
the EPA estimates that the monies
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already expended at Love Canal
through mid-1980 for cleanup of
wastes are an astounding fifty-four
times the amount that would have
been required to dispose of them in
itially by an environmentally safe
method. (New York Times, June 8,
1980). A more rigorous interpretation
of SFAS No. 5, resulting in pressures
to disclose the huge contingent
liabilities at the time of disposal, might
well cause firms to re-evaluate their
disposal decisions and methodologies
which hopefully will result in the adop
tion of more environmentally safe
disposal methods.
When examining current develop
ments, it may be more appropriate to
consider the incurrence of a future
liability (cleanup costs) as being “pro
bable” and either accrue to current in
come or, at a minimum, disclose the
very real contingent liability involved
with environmentally unsafe disposal
of hazardous wastes. Some set
tlements, involving the payment of
millions of dollars, have already been
made by companies in matters relating
to past disposals. It is very unlikely that
the liability insurance requirements,
imposed by the EPA on companies
that dispose of hazardous wastes, will
be sufficient to cover the eventual
costs associated with materials dis
posed of in an environmentally unsafe
manner. The EPA’s $1.6 billion
‘‘superfund” offers little assistance

since it was established to finance the
cleanup of abandoned dump sites
when their owners could not be
located. When owners can be found,
EPA’s plan calls for requiring them to
pay cleanup costs for the sites or face
prosecution. The Justice Department
brought felony charges before 25
grand juries in 14 states against in
dividuals accused of illegally dumping
hazardous wastes. Earlier this year,
two businessmen in a large
midwestern metropolitan area were
sentenced for illegally disposing of soil
contaminated with PCBs (AkronBeacon Journal, February 14, 1984).
Consequently, the incurrence of a
future liability resulting from the en
vironmentally unsafe disposal of
hazardous wastes is now more likely
‘‘probable” than ‘‘remote.” Indepen
dent auditors should recognize that
fact and press for recognition of those
contingent liabilities particularly when
considering the social and moral
aspect for liability recognition as
previously discussed in SFAC No. 3.

Summary
It is becoming evident that the costs
to eliminate just the hazardous waste
dump sites currently identified will be
enormous and that total liabilities for
past and future environmentally unsafe
disposals could very well threaten the
existence of several companies. As
Polkowski observed, ‘‘Love Canal is

only the tip of the iceberg... To date,
industry, the general public, and
Federal, State, and local governments
have not confronted the totality of the
waste problem facing our country. ”
(GAO Review, Summer, 1981).
The need for earlier recognition and
fuller disclosure of contingent liabilities
accruing from the environmentally un
safe disposal of hazardous wastes
may represent a unique opportunity for
the public accounting profession to fur
ther justify the trust placed in it by
society. Authority to require earlier
recognition is apparently existent in
terms of generally accepted accoun
ting principles in SFAS No. 5, and con
ceptually reinforced from SFAC No. 3
from a socially expected viewpoint.
Given the trend of current events
toward increased corporate social
accountability, a more rigorous inter
pretative stance by the accounting
profession should generate strong
support for a proposal of earlier liabili
ty recognition in the financial
statements.
Audit firms have been typified as
‘‘deep pockets” because of the
number and size of litigation set
tlements arising from losses suffered
by their clients’ creditors and
stockholders. Earlier recognition of
contingent liabilities would almost cer
tainly reduce the audit risk exposure
of public accounting firms, thereby
mitigating the effort required in convin
cing clients of the necessity for earlier
disclosure. Ω
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Electronic Data Processing

Economic
Implications of
Contingency Plans
for System
Back-Up and
Recovery Plans
Editor:
Elise G. Jancura, CPA, CISA, Ph.D.
The Cleveland State University
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Good management of an installation
requires that carefully planned pro
cedures be developed to handle any
error conditions or machine malfunc
tions that might be expected to occur
in the normal course of operation. It is
equally important that an installation
give thought to the procedures it would
follow for recovery in the event of a ma
jor breakdown of its information
system, including destruction of its
equipment and/or records. The need
for this protection from major
breakdowns is becoming more impor
tant as the information flow of
organizations becomes increasingly
computerized. Companies depending
on large computerized data files for a
substantial proportion of their accoun
ting records or companies engaged in
real-time processing applications that
directly affect their normal operations
must consciously provide for pro
cedures that allow recovery of data
and reinstitution of service in the case
of a major installation breakdown.

Major breakdowns can occur from
such natural catastrophes as fire,
flood, windstorm, or earthquake, but
they can also be precipitated by
carelessness or by deliberate
sabotage either by outsiders or
employees within the installation. One
of the responsibilities of the operations
management is to provide adequate
physical security, so that the probabili
ty of a major breakdown can be
minimized. However, it is prohibitively
expensive, if not impossible, to guard
against all potential accidents or equip
ment failures; hence a contingency
plan should be developed to handle
unexpected disruptions of service.

Some firms are so dependent upon
their computer operations that they
cannot function as an economic entity
without them. Other firms less deeply
involved in computer applications may
have the ability to revert to a manual
system if necessary, but the loss of
time and accuracy and the costs

involved in such a reversion would like
ly have a negative impact on accoun
ting accuracy and timeliness, as well
as possibly delaying information
dependent operations.

Development of a
Contingency Plan
An essential first step in developing
a useful contingency plan for installa
tion breakdowns is a thorough
investigation of the data-processing
applications installed and a decision as
to which applications have a vital im
pact on the continued operation of the
company. Once these vital areas are
identified, the procedures and data
files that must be protected can be
identified, and realistic planning for the
development of recovery techniques
can take place.
Responsible management person
nel from both the data-processing area
and the user departments must
cooperate jointly in determining which
information procedures and computer
systems are important to the health
and vitality of the company. Once the
recovery plan is developed and
responsibility is assigned for
maintenance of the recovery pro
cedures, it is important that the
necessary raw material for such a pro
cedure — the data files, the programs,
the supporting software, the operating
instructions — be documented and
stored in a controlled location. Where
feasible this should be an off-site loca
tion physically removed from the in
stallation itself. An off-site location
provides safety from natural disasters
that might engulf the installation pro
per and also provides some protection
from the actions of disgruntled
employees at the home location. Ac
cess to the off-site location must be
controlled, and all material kept at the
off-site location must be carefully main
tained so that it is current and ready
for use at all times.
A good recovery or contingency plan
must include several elements. First,
arrangements must be made to obtain,
when needed, a particular hardware
software configuration. Duplicate pro
grams and operating instructions are
useless unless the company can pro
vide the same computer configuration
(including software support systems)
for which these programs and instruc
tions were designed. Since the
stresses produced by an emergency
situation are not conducive to very ef
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fective performance in changing
operating procedures and even pro
grams to fit different computer
configurations, arrangements for alter
native computers should be made well
in advance, with frequent review of
both the home and alternate systems.
Periodic review is important, for the
value of the backup plan could be
severely limited should the alternate
computer be changed without proper
notification and without corresponding
revisions of the plan. Not only must the
backup computer be frequently review
ed concerning its physical configura
tion, but the arrangements providing
for the use of that computer should
also be periodically reviewed.
The environmental conditions of the
alternate computer are also important.
If access time is limited, this can create
the same negative impact as a change
in physical configuration. Thus, if ar
rangements have been made to use a
particular system, based on the
assumption that it will have shifts free
during the day, and if the load in that
installation has changed so that the
computer now has only a few hours
free a day, it is important that con
tingency plans be reorganized to
recognize that limitation.
Second, the operating instructions
for the recovery procedures must be
carefully documented and stored in a
safe area away from the primary in
stallation site. These should include
not only the actual computer pro
cedures, but also the documentation
of all manual procedures, such as data
preparation and balancing, that are a
critical part of a successful operation.
Training individuals who will be involv
ed in the recovery operations is just as
essential as the documentation. Vital
time can be lost and expensive errors
made when personnel are expected to
handle unfamiliar activities during a
period of stress.
Third, the programs themselves
must be copied and stored where they
can be properly secured and made
readily available when needed. Proper
maintenance of the backup program
library is as important as its original
creation. At a minimum, current copies
of the object programs and their
related constant or table data should
be stored. Additional documentation,
such as source programs and
diagrams, is also highly desirable once
the immediate restart has been ac
complished, and the secondary
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recovery
activities,
such
as
reestablishing normal documentation
in the main installation, are begun.
Fourth, data files that are essential
to continued company operation must
be copied and stored in an offsite loca
tion. This task more than any other
represents an ongoing, continuing ef
fort. Each time one of these critical files
is updated, the offsite backup file must
also be updated. Provision must also
be made for keeping backup records
of the transactions that will affect the
latest generation on file (or procedures
for recapturing the content of those
transactions). Emergency alternate
procedures for collecting data from
currently occurring transactions must
also be activated until the main in
stallation is again functioning normally.
The use of transaction logs
(especially in a data base environment)
is becoming increasingly common.
Each addition, deletion, or modification
entered into the system to update a
master file is automatically logged.
This transaction log contains data
about the transaction that can be
useful in reconstruction procedures.
The information logged includes iden
tification of the master file accessed,
the task performed, the work station
from which the transaction was in
itiated, the identification of the person
or procedure initiating the transaction,
and the time of day. In addition, an im
age of the record added, or deleted, or
the “before and after images” of
records updated are included. Having
this information summarized in one
source facilitates reconstruction of
files.

clearly presented. This plan will most
likely be called into action in a time of
crisis, and items such as the correct
file to use and the correct generation
of the file should be readily ascer
tainable. The panic-like atmosphere in
a time of crisis does not encourage
clear thinking and systems develop
ment. Frequently a simulated
emergency in which the auditor actual
ly follows the instructions of the con
tingency plan, checking the clarity of
operating instructions and availability
of necessary programs and files, is a
good test of the adequacy of the plan.
A systematic review and evaluation of
the contingency plan is as important as
the original development of that plan.
Often the plan originally designed was
sound but has deteriorated over a
period of time, when laxity can develop
in the day-to-day administration of the
plan.
The programs and documentation of
an installation are important assets of
a company. Replacing them is costly,
particularly in a time of emergency.
Keeping duplicates of programs in
machine-readable form and instruc
tions on microfilm in another location
is comparatively inexpensive. Carefully
planned file storage and predeter
mined emergency procedures in many
instances actually make continued
operation possible. Continued
vigilance to safeguard the validity and
usefulness of such a contingency plan
is a small price to pay for prompt
restart of vital information service.

Because the contingency plan is so
important to the installation, and
because one missing data file could
cause an entire system and all of the
preliminary planning to be nullified, it
is essential that the contingency plan
be current and executable at all times.
For this reason a periodic review and
audit of the proposed procedures are
highly desirable. The plan of action
and the facilities provided for the
recovery procedure should be examin
ed regularly. Responsibility for
maintenance of the reconstruction
plan should be specifically assigned to
a knowledgeable individual within the
installation or within the internal audit
group.
It is frequently helpful to have third
parties read the contingency plan and
determine if the information needed is

An adequate contingency plan helps
an installation to minimize its losses
and resume normal operations effi
ciently. It is impossible, however, to
completely avoid all losses. The in
stallation should investigate the finan
cial protection and cost-recovery
provided by insurance programs. In
stallations usually recognize the value
of their computer hardware and have
it adequately insured. But they fre
quently fail to recognize the value of
the supporting software and the data
files. The cost of reconstructing
destroyed files and the loss of revenue
and added costs of carrying on normal
business activities while the files ’are
being reconstructed should also be
recognized. After calculating the dollar
value of such losses, the installation
should consider obtaining adequate in

Protection Against
Financial Loss

surance coverage to help recover and
minimize such expenses. For
organizations such as service centers
and time-sharing companies that supp
ly computer time or data processing
services for outsiders, such potential
losses represent liabilities that must be
covered by data processing liability in
surance. But these losses are also
recognizable expenses for the installa
tion providing in-house service and
should not be overlooked in providing
for a company-wide insurance
program.
In recent years there has been a
significant increase in the use of in
surance written specifically for the data
processing function. General liability
insurance does not ordinarily cover ac
tual systems or products, but rather the
physical premises or facilities. General
liability insurance does not protect
computer hardware, software, or the
expense in recreating documentation
or programs; neither does it cover the
losses due to disruptions of operations
caused by the failure of the information
system. Thus, specific insurance for
the data processing function is usual
ly a necessity.

Virtually every data processing
policy will offer coverage of the
physical hardware. Such coverage can
either be on an actual cash value basis
or a replacement value basis, with a
corresponding effect on the deductible
amount and premium cost. Insurance
on the hardware is of course desirable
if the firm owns this equipment
outright. However, if the firm is leas
ing its hardware, it should investigate
the insurance coverage held by the
lessor. Many times the lessor’s in
surance will absorb the cost of a loss
in the event of a major disaster, and
the lessee will find it unnecessary to
duplicate this coverage. Of course,
care should be taken to insure against
perils not specifically covered by the
lessor’s insurance. Coverage of the
physical hardware should also include
any peripheral devices at remote sites.
Insurance coverage associated with
software and data files will in most in
stances cover the cost of the physical
media and the cost of recreating the
data. However, many policies will not
cover the intrinsic value of the data
itself. These policies make the implicit
assumption that useable backup
copies of valuable files are stored
securely off-site and cover just the
costs associated with recreating the

files from these copies. Policies of this
type will not cover the costs incurred
by having to rewrite, redevelop, and
retest an important applications pro
gram from the very beginning. Policies
that do offer this sort of total coverage
for programming and development
costs can be prohibitively expensive as
well as difficult to obtain. Most firms
would be better off by making sure that
current copies of vital data and soft
ware are always obtainable and selec
ting the lesser coverage.
Policies covering the consequential
business loss incurred from a data pro
cessing disruption are also obtainable
from many insurers. Policies in this
area tend to offer the most complex
alternatives in terms of coverage and
premium because of the number of
variables that can be involved in com
puting the dollar amount of the loss.
Some policies will define this amount
as the difference between usual earn
ings and earnings during the disrup
tion period, and compensate the firm
for all or part of that amount. Other
policies will define the loss amount as
the extra expenses incurred by the firm
to continue with contingency opera
tions, reimbursing the firm for such
items as fees paid for the use of an
alternate site or service bureau, over
time costs for personnel, and so forth.
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and AWSA.

Still other policies will offer coverages
combining the two aforementioned
loss calculations.

Assessing Risk and The Level
of Investment in Contingency
Plans
The provisions a firm makes in a
contingency plan for back up of hard
ware and software, data storage, per
sonnel, organization plans, and off-site
facilities all vary directly with the firms
identification and evaluation of its vital
applications. In fact, the very existence
of the backup plan itself revolves
around the level of importance that the
firm assigns to its computer
applications.
Contingency and recovery plans are
extremely costly and technically com
plex. Development of the details of the
plan require the participation of users
and technical DP personnel who can
address not only the technical ques
tions of hardware, software, data struc
tures and storage requirements,
operational procedures, but also,
operational priorities of the company
and its need for information. To be ef
fective an objective assessment must
be made of the costs of varying levels
of contingency plans against the
losses of varying periods of “down
time.’’ Further, it must be recognized
that a recovery program often must be
staged with critical applications given
highest priority. Often the best opera
tional level that can be hoped for in a
total disaster situation is that of limited
essential processing.
Two basic considerations should be
made in determining how many “con
tingency” resources will be provided
and then how those available
resources will be used. First, the
relative value of a given system in
regards to company objectives must
be assessed. Second, in choosing
priority applications, systems inter
dependence must be identified and
accommodated.
The primary responsibility for iden
tifying and ranking crucial functions is
that of senior management and the
user departments. Senior manage
ment must be involved to prioritize the
importance of various user needs.
User department participation is
essential to accurately identify informa
tion needs and characteristics.
The data processing area’s involve
ment in this process should generally
begin after the vital jobs are identified.
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Letters to the Editor

Walkup Letter

I wish to second the recommenda
tion of Melanie Walkup in her letter to
the editor in the January 1984 edition
of The Woman CPA. This magazine
Send confidential resume:
could be a very important tool for
Don May(CPA/MBA), Director
reaching scores of women CPAs who
might not otherwise have regular con
ALLIED SEARCH, INC.
tact with other women in our profes
2001 Union Street, Suite 300
sion. In particular the magazine could
San Francisco, CA 94123
reach those many women who have
left public practice for positions in in
dustry. Such women quickly become
isolated (speaking from experience).
Free to applicant candidates;
Please add to Ms. Walkup’s list of
client companies pay our place
suggested
topics such items as:
ment fees.
• How can a woman controller demand
serious consideration and services
from male bankers?
• How to select a copy machine and
how to deal with copy machine
At that point estimates of critical re salesmen.
quirements for each job can be listed. • How can a woman controller best
These include such considerations as relate to male production managers?
processing time, both at present and • Presentation skills needed in
in a backup situation, the hardware, discussing financial statements with
data files, and programs required to your board of directors.
run the jobs, input and output frequen
I would appreciate your strong con
cy, debugging, file reconstruction and sideration of a new mission format.
testing time estimates.
Rebecca L. Frazier, CPA
It is clear that plans for DP recovery Bristol, Indiana
and back up should not be left to
chance or to the varied skills of lower
level management in the data process
The following are my comments on
ing area who may not have the time or
Ms.
Walkup’s letter in the January
the resources to implement an ade
1984
The Woman CPA.
quate and economically viable plan.
I
do
not know what Ms. Walkup
Such a plan must be developed on the
basis of a thorough analysis of the means by “zing.” If she means jokes
potential sources of disruption of the and human interest stories, I can get
data processing resources, and their all of those I need from the Reader’s
subsequent impact on company Digest. Regarding market position, I
operations. The losses involved are think Ms. Walkup is overlooking those
usually much greater than just the of our readers who do not read the
destruction of the physical assets such Journal of Accountancy and who may
as DP hardware. They include the
value of development systems which
are time-consuming and expensive to
replace, the loss of critical data, and
the loss of potential revenues due to
disrupted operations. Ω
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not have access to the Journal. Also,
I think that if we tried to be more like
Savvy, we would lose our male
readers.
Reading the Journal of Accountan
cy is fine. I do it too, but recently I read
a technical article in The Woman CPA
on a topic which I don’t remember
seeing mentioned in the Journal of
Accountancy.
In answer to question number one
(to break into the old boys lunch
crowd): Don’t try. I think that there are
times when men need to be alone with
other men. If you are invited to join the
“old boys” lunch crowd, do so, but do
not try to muscle in.
Question No. 2 (a subordinate who
resents you): I think this calls for a con
frontation. During the Second World
War, I was the chief accountant for a
subsidiary of a large company. My
female assistant seemed to resent the
fact that I was the boss. One day I told
her that I was in charge and that I ex
pected to remain in charge. Today, for
ty years later, we are still good friends.
Question No. 3 (sabotage by a peer):
Ms. Walkup seems to be uncertain and
unsure of herself.
Question No. 5 (dress): No, it is not
necessary to abide by John Molloy’s
rules. I think that all that is necessary
is for a person to be as clean and neat
as possible and to dress as well as he
or she can comfortably afford.
As to hiring a professional editor, I
think the present arrangement is work
ing very well.
Mary Burnet, CPA
Emeritus Professor of Accounting
Rochester Institute of Technology
Rochester, New York

After all, what's the point of a long sleeve shirt
if it's not the right sleeve length for you?
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size is just one example of the lengths we went to in craft
ing this extraordinary shirt.
The RossFord Shirt's design: simple. By design.
Finally, a classic tailored shirt has been designed by women to
fit a woman. The precision fit of the RossFord Shirt is a long over
due consideration of what it takes to make a well-tailored readyto-wear shirt look and feel right on a woman.
Achieving such finesse requires meticulous craftmanship.
And for durability, materials of only the finest quality. The fabric,
a 100% pure pinpoint cotton, the hallmark for softness and
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The result? A shirt for the uncompromising woman.
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shoulder, down the arm over the elbow to the bottom
of your protruding wrist bone. Add 2½ inches to this
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sleeve length.
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“We specialize
for a very basic reason
It’s good business:
For us and for you.’’
Championship sports teams
feature “specialists”—people who
perform specific jobs in specific
situations better than anybody
else. A place-kicker who can put
the ball through the goal posts
from 40 yards out with only 3 sec
onds left on the clock. A relief
pitcher who can come in from the
bullpen in the ninth inning with
the tying run on third base and
nail down the third out.
The same principle holds
true for businesses: the most suc
cessful companies today tend to
be companies whose products
and services meet a particular
need in a particular market better
than everybody else’s. And it’s a
principle that holds true, I’m
pleased to report, for Robert Half.

Personnel Specialists
Do A Better Job, Too.
Robert Half specializes in
providing the best accounting,
financial and data processing per
sonnel. And we are the largest
organization of its kind, with 80
offices throughout the U.S., and
in Canada and Great Britain. Not
that we haven’t been asked to
broaden the scope of our serv
ices: indeed hardly a day goes by
when a client doesn’t call on us
for a sales manager and an adver
tising director, even a production
person. But our philosophy today
is the same as it was when I

With Robert Half, the odds
are in your favor. You don’t have
to compromise: you can find a
quality person with the precise
qualifications to fill your precise
requirements. And don’t forget:
our international network of
offices can fill positions for you
almost anywhere in the world.

We Live By Our Reputation.

started the company 35 years ago.
We’d rather do a quality job in a
concentrated area than attempt
to deal with a host of unrelated
fields.

Quality Attracts Quality.
The fact that we re the larg
est in our field offers you, the
employer, significant benefits.
Through Robert Half, you have
access to the highest caliber per
sonnel in every job category
within our field of specialization:
the top accountants, controllers,
credit managers. Everybody—a
chief financial officer, and a book
keeper, too. And in edp, you have
access to data processing man
agers, systems analysts, program
mers, computer operators, and
even quality data entry people.

ROBERT
HALF®
accounting, financial and edp
personnel specialists.

© 1984 Robert Half International Inc. All offices independently owned and operated.

We have a saying at Robert
Half: there are some companies
who’ve never used us, but very
few companies who’ve only used
us once. The fact is, clients who
deal with us come back time and
time again. And for good reason.
We deliver what we promise.

Let Us Help You
Hire Smart
Choosing a specialist like
Robert Half to fill specialized jobs
in your company makes sense.
The prime advantage, is that if you
hire smart the first time, you’ll
get a professional who will meet
your requirements and will get the
job done. There’s another benefit
to you: less turnover.
Think about it. The next time
you need specialists in account
ing, financial, bookkeeping or
data processing, call your local
Robert Half office. I can assure
you that it’s one call you’ll be
pleased you made.

